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EDITORIAL 


For the past twenty-five years THE 
JOURNAL OF ACCOUNTANCY has been 
preaching, in season and perhaps out of season, the paramount 
importance of the observance of a strict code of professional ethics 
by public accountants. Many of our readers may have become 
weary of the frequent repetition of principles which seem funda- 
mental, tenets that might almost be regarded as implicit, in any 
professional vocation. Yet it has seemed desirable to return to 
the attack month after month and, at the risk of incurring a 
charge of tedious reiteration, it has seemed nevertheless the part 
of wisdom to emphasize again and again each of the important 
factors which make up the general total of ethical procedure. It 
has been a labor of love, for it has always seemed to us that noth- 
ing else is so important. The very substance of professional life 
depends upon adherence at all times to the moral code. Now, as 
we have completed the quarter century of preaching, it has been 
suggested that the whole subject should be reviewed before we 
start out upon the next adventurous period. Every lawyer, 
every physician, every accountant and every man in every 
other professional field should be imbued with a spirit of 
righteousness and the ideals of a gentleman. The truth of the 
matter is, however, that all the professions have attracted men 
and women who, for lack of background or suitable environment or 
proper moral fiber, have been slow to grasp the true significance 
of professional life. Accountancy perhaps above all other pro- 
fessions—because it is the newest—has seemed to offer a field of 
endeavor for many persons who really were not qualified. Wedo 
not speak now of technical knowledge but rather of the innate 
sensibilities. It has been said repeatedly (and the remark, we 
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believe, was originally made by an eminent member of the ac- 
counting profession) that ethics is a state of mind and he who has 
it not will never acquire it. This is not literally true, because it is 
well known that some of the accountants who have entered the 
profession without a conception of its real character have been so 
impressed by the importance of observing the code of ethics that 
they have gradually acquired a conception of the profession totally 
different from that which they possessed at the time of their 
entering in. 


To put the matter on its lowest plane it 
may be said that in the long run the 
ethical accountant is the one who 
achieves lasting and profitable success. In other words, honesty 
pays dividends which increase in percentage year by year. The 
man who ignores the correct principles may seem to succeed, but 
sooner or later his sins will find him out and his reputation will 
suffer, with the result that the kind of clients whom every 
accountant wishes to have are repelled. Unworthy accountants, 
those who care nothing at all for the dividing line between right 
and wrong, often acquire a temporary notoriety accompanied by 
financial gain, but in the long view their prosperity diminishes with 
astonishing rapidity. The unscrupulous man of business thinks 
that he wants an equally unscrupulous adviser in both law and 
accounts, but in reality even he comes to a point at which he feels 
a need of at least an appearance of propriety. For the purpose of 
this review of twenty-five years of ethics, let us consider briefly 
a few of the more important points, some of which have been the 
subject of much disputation. Today, however, even these moot 
points have been fairly well accepted and are the law of the 
profession. 


The Fruitfulness of 
Honesty 


Perhaps the one matter which has been 
the cause of more argument for and 
against than any other is professional advertising. If one look 
back a quarter of a century he will find that in those far-away 
days the only reason that most accountants did not advertise 
was that they thought that advertisement did not pay. They 
had small resources and they did not dare to venture them in 
investment which at best presented only a possibility of satis- 
factory return. A few notable offenders continued to advertise 
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their peculiar virtues, and it seems probable that some of them 
spent on advertisement as much as they spent on the salaries of 
their employees. One by one these blatant advertisers began to 
suffer a sea change, and gradually the volume of advertising by 
accountants declined, until today it is almost negligible. Great 
efforts have been made by agencies interested in the expansion 
of advertisement to prevent this steady diminution of advertising 
by accountants. All sorts of reasons have been adduced to 
demonstrate the desirability of professional advertisement, and 
among accountants themselves there has been a good deal of 
reluctance to abandon what may be called the commercial aspects 
of the case; but, in spite of all, the crusade has progressed and 
today most accountants are firmly convinced that their best 
interests lie in strict compliance with the ethical code. Probably 
no great harm is done when an accountant permits his name to 
appear in some newspaper or other periodical without any attempt 
to claim special merits or advantages over his fellows, but it is 
certain that no good is accomplished by it. Occasionally an 
accounting firm is requested to permit its name to be printed 
in some semi-charitable adventure, some program or special 
edition or yearbook, but no sensible accountant believes that 
he will receive any financial return; instead he regards such ex- 
penses as purely gratuitous. 


‘Sas Cian tine, It is not ener 4 we hope, to rehearse 
fessional Advertising the reasons w hich stand in the way of 
wholesale advertising by accountants. 

In brief and without explanation, they may be defined as follows. 
No man who is a gentleman can claim for himself any superiority 
over his fellows. It is perfectly proper for an advertiser to de- 
scribe articles which he manufactures or sells as possessing great 
merit, if he believes that to be true, but how can a gentleman— 
who must be modest or he is not a gentleman—assert that his 
mental equipment and technical ability have peculiar merits? It 
simply can not be done. In the second place, if advertising were 
permitted the advantage would lie wholly with the large and 
wealthy firms which by sheer force of financial resources could 
overwhelm the more restricted advertiser. In the third place, 
the question of what to advertise is unanswerable. Accountancy 
is not alone in its condemnation of professional advertising. It 
merely follows the example set by the reputable practitioners of 
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medicine and the law and other professions in which the articles 
offered for sale are advice, counsel and personal abilities. 


- ' A point which has been discussed for 
Giving Something for ; ee : ‘ 
Nothing many years, and is still under discussion, 
is the acceptance of contingent fees. 
To this topic THE JOURNAL OF ACCOUNTANCY has devoted more 
space than to any other one element of the discussion of what is 
and what is not ethical. We firmly believe that there is abso- 
lutely no justification for contingent fees in any case whatever, 
even in so-called tax practice. The arguments are well known. 
A contingent fee is one which depends upon the accomplishment 
of certain results. If the results, by no fault of the accountant, 
are not obtained the accountant receives no fee and has donated 
his time to the client. If he succeeds, the amount of his fee is 
usually excessive. It is one of the crying evils of the bar, that 
many lawyers, even some who are well reputed, are willing to 
accept cases and to depend for payment upon success. No com- 
mercial man would undertake to supply commodities without 
compensation, and the professional man who renders services 
gratis is depreciating his own value—and, indeed, the value of his 
whole profession. Then again the man who accepts a contingent 
case becomes a partner with his client and thereby loses the 
independent status which is his chief source of strength. 


Several of the rules in the code of ethics 
Ethics and Common : : 
Decency adopted by the American Institute of 
Accountants are concerned chiefly with 
accurate and honest work, but we have never regarded these 
matters as coming properly under the designation of ethics. 
These are questions of moral right and wrong common to the 
practice of all business, trade and social relations. Their im- 
portance can not be exaggerated. They are, indeed, axiomatic. 
Every one expects an accountant to be entirely honest, inde- 
pendent, truthful. One of the most delightful characters in that 
greatest of allegories, The Pilgrim's Progress, which no one reads 
today but everyone should read frequently, was Mr. Valiant for 
Truth. He and his fellows are the salvation of mankind. It 
should be said of every accountant that he is one to whom 
Bunyan’s description would apply. It is so easy to be a little 
acquiescent, a little too ready to listen to the blandishments of 
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clients, particularly those who pay large fees to their professional 
advisors; but the ethical accountant, or we might say simply the 
accountant, must always be on guard against the temptation to 
believe that the client’s view of his own condition is necessarily 
correct. The line between righteousness in the abstract and 
professional ethics in the concrete is not easily distinguishable. 
The two things run across the line and into each other’s territories 
so much that they are practically one and the same thing. 


—— a -” little rules of ethical proce- 
Spoil the Vines ure w hich are important but not often 
considered until they arise in one’s indi- 
vidual experience. The attempt to takefrom another accounting 
firm an employee by offering him larger compensation or better 
prospects is always reprehensible. The temptation to listen 
without denial to the derogation of competitors is subtle. It 
takes quite a man to repudiate hotly any aspersion upon the 
character of a competitor. But then, some one will say, there 
should be no competition in a profession. There may be a 
healthy rivalry for the performance of the best work and the 
presentation of the most lucid and the most comprehensive report, 
but there should not be competition in the sense in which the word 
is used in trade and commerce. Some years ago John Galsworthy 
wrote a play which he called Loyalties. It dealt with the practice 
of a legal firm, with its employees, with its clients and with the 
social life of the principal characters. In that play every one was 
loyal to the code of his own calling. It was a very healthful play 
and a very helpful one also. If each one of us, in his or her little 
sphere of action, would be loyal to the best it would be quite 
unnecessary to write a code. The Ten Commandments and the 
Sermon on the Mount would not have been necessary if all man- 
kind had been loyal. Certainly the little rules of professional 
ethics to which we refer will not need to be written when all of us 
are loyal to each other and to ourselves. 


One Evil Which There is wn more principle of ethics 
Develens which must not be omitted from a review 

of the general question. It belongs 

strictly within the sphere of ethics and is not inherent in the prin- 
ciples of common honesty. This is the unfortunate practice of 
submitting bids for certain auditing or other accounting work. 
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Every reader of this magazine is familiar with the campaign which 
we have waged against bidding a flat sum for specific work. No 
one needs to be reminded of the undesirability of the whole scheme; 
but progress in this reform has not been as rapid as it should have 
been, and the fault is entirely the accountants’. As we have said 
repeatedly, if accountants will refuse to bid they can destroy the 
evil almost overnight. A little improvement has been made, 
largely because of the efforts of groups of accountants in certain 
localities, but there has been no coherent movement to squelch 
the calling for bids, and so long as there are a few men here and 
there who will accede to the request for bids the practice will con- 
tinue. The municipal and other authorities, who are the worst 
offenders, do not understand the evils of the practice which they 
follow, and they can not be expected to understand unless they are 
told by the persons most affected by it. Engineers and other pro- 
fessions have practically put an end to the evil in their own juris- 
dictions. If in one instance a municipal government, for ex- 
ample, calls for bids and receives none the lesson will have been 
taught in that particular locality. 


The Broad View Let us look now for a moment at the 
whole subject of the advancement of 

ethics. It seems slow work and at times discouraging to battle 
against practices which have been all too common during the fifty 
or more years of modern accountancy. If one compares this year 
with last year, or last year with the year before, he may well feel 
dismayed at the dragging slowness; but to look at such a question 
through comparison of two adjacent years is not the best indica- 
tion of the truth. Let the matter be considered decade by decade. 
Can any one deny that in the ten years ending next month there 
has not been a great improvement in comparison with the decade 
which ended December 31, 1926? Could any one deny that 
the twenty’s were better than the years between 1910 and 1920, 
or that those years were better than the first decennium of 
the century? Many men of many minds have been laboring 
diligently and effectively to inculcate and to foster reform. 
There is a better spirit abroad than ever there was before. Here 
and there are bad soldiers in the army but they can not stay the 
forward march. It is a very gratifying thing to be able to look 
back over a quarter of a century so filled with change and develop- 
ment and progression, and to find that there is very little sign of 
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decadence but that there are many hopeful signs of accomplish- 
ment and a promise of much greater advance in the future. 
May the task be carried on with high ideals, noble spirit and firm 
determination that the right shall prevail. 


What Is Socjalism? A correspondent is much distressed 

because THE JOURNAL OF ACCOUNTANCY 

has been guilty of adverse comment upon the federal social- 
security act and its related laws. He says in part: 

“The characterization of the social-security act as ‘crazy 
socialism’ is muddled thinking, to say the least. A government 
is by nature socialistic, for it attends to the welfare of the people 
asawhole. And why is insurance any more socialistic than postal 
service, road building or education? ‘Socialistic’ can accurately 
be applied only to movements having as their aim the abolition 
of private business enterprise. But let us look further. Foreign 
countries—among them Great Britain, Australia, Finland, Den- 
mark, Sweden, Norway, Switzerland, France and others—have 
employed social-insurance plans for periods ranging from a few 
years toa score or more. I have yet to learn that these countries 
have failed to prosper or that they have abandoned the principle 
of social insurance because of its failure. What ‘researches’ have 
been used in preparation of the article I can not imagine. In 
conclusion I should like to propose this question: Is the scheme of 
social insurance any more crazy than an economic system which 
periodically sees factories and offices closed, while men go without 
work, and makes necessary such a plan as the social-security act?” 


Our correspondent asks why the func- 
tions of the social-security act are any 
more socialistic than postal service, etc. 
We do not quite see the analogy, but we do not regard the act as 
socialistic merely because it may be intended to benefit those who 
need assistance. Our correspondent is somewhat confused in his 
thinking or else he is taking the word socialistic in its literal mean- 
ing. Today the word has a very different connotation. It 
indicates the antithesis of individualism. But we were not 
speaking of the principle of social security, when we criticized the 
present act. We were thinking solely of the method of attempt- 
ing to apply the principles of social security. The act as it stands 
is not practical nor is it practicable. To say that other countries 
have social-insurance plans is begging the question. We do not 
know of any country, and we do not believe that there is any 
country in the list mentioned by our correspondent, which has 
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adopted a scheme at all comparable with ours. There is no 
attempt in those countries to build up colossal reserves out of the 
money extorted from employers and employees. In recent issues 
of THE JOURNAL OF ACCOUNTANCY we published articles by 
George P. Auld and Eric A. Camman, both impartially written 
and both indicating that the authors are appalled by the effects 
which this act, if it stand, will have. We may need a social- 
security act, but, if so, we need one that is based upon a sound 
knowledge of business and finance and social science. 


: The concluding question which our cor- 

Our Economic System “—_ . 
Still Lives respondent propounds is delightful. 
He says, ‘‘Is the scheme of social insur- 
ance any more crazy than an economic system which periodically 
sees factories and offices closed, while men go without work, and 
makes necessary such a plan as the social-security act?’’ Indeed, 
Sir, it is much crazier. Our economic system has grown up 
during a long series of years in which the trial-and-error method 
has been followed. It is not perfect, and no one claims that it is, 
but we have yet to find a better. We shall find it some day, but 
when it comes it will be merely a development from our present 
system, notachange. The mistakes will have been corrected and 
the experiences of millions of people will have been taken into 
consideration. It is not our economic system which closes fac- 
tories and offices. It is rather the ebb and flow which must occur 
in everything that is not entirely static. There has been so much 
silly attack upon what our correspondent calls ‘‘our economic 
system”’ that it does no harm to look at the question calmly and 
fairly. If we had a different economic system—for example, if we 
had adopted the principle which Russia may be about to discard— 
we should have communism, and then we should all be little cogs 
in a great machine and have no personality, no initiative, no 
individual accomplishment beyond the little rotation which the 
machine demanded of us. Would any one like to live under a 
system of communism, where the rights of the individual are 
nothing and the rights of the mass are everything? Apparently 
some of our politicians would enjoy such an existence; but let them 
try it for a while and we shall soon find them clamoring to get back 
into this much bedeviled economic system, which, in spite of all 
the strains to which it has lately been put, still reigns. When- 
ever things go wrong and business is not booming there is a sort 
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of little fellow who loves to declaim and to point out the reasons 
which he has imagined and to call for revolution. Well, where 
revolution is frequent prosperity is unknown. We in our quiet, 
humdrum, Anglo-Saxon manner go on from year to year raising 
our standard of living, increasing our business, attaining greater 
happiness. Now and then comes a set-back and we are much 
perturbed, but, as we have said in these notes about another 
matter, if we will look at things in decades or centuries we shall 
better observe the truth. It was said of Cecil Rhodes that he 
thought in continents. It was an expressive phrase, if not en- 
tirely justified. If we would think of ourselves as a nation in 
terms of centuries rather than of years, if we would look at the 
forests instead of the trees, we should not be plunged in despair, 
but we should come to the conclusion that this is a pretty good 
country to live in and that each one of us has pretty good 
opportunities to make a pretty good success of himself and to 
leave his children a blessed heritage. 
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Report of the President * 


I had in mind the presentation of a short report, but after a 
few attempts I gave it up. There are four or five times as many 
members who are absent as those within the sound of my voice. 
It may be a violent assumption but I like to believe that most of 
those who are not here today will be interested in reading this 
report. 

Our profession is made up of all manner of men, practising 
accounting under all sorts of conditions, facing all kinds of prob- 
lems for their clients, their communities, and themselves—men of 
widely varying training, background, experience, opinions, activi- 
ties and relationships. 

American accountants traditionally have been great individual- 
ists, who surrender their opinions and their freedom of action to no 
one; and I hope this will always be true of the members of our 
profession. At the same time, these days are bringing to us a 
baffling sense that the individual accountant can not do much to 
change or correct the conditions which beset the profession, and 
that accountants must think and act together, through their local 
societies and through our national organization in order to ac- 
complish effective and substantial results. As never before in the 
history of our profession, its members are being drawn together, 
in realization of an urgent need for concert of action, in matters 
which concern their profession and their country. 

In many states, the state societies have long been strong, active, 
courageous, and in quiet, practical ways have accomplished many 
things, by which they have won a great deal of confidence, on the 
part of the press and the people. In some few states, the organ- 
izations have not yet become robust or courageous; they appear 
to do little beyond holding an annual meeting; they have not yet 
responded to the awakening spirit of many of their members. 


THE Most SIGNIFICANT PRESENT TREND IN THE PROFESSION 


If I were to sum up in a sentence the strongest, surest impression 
I have formed during my year in the presidency of the American 
Institute, it would be this: 

The accountants of America are swinging into organized action, 
to face and deal with the problems which concern their profession 
and the public. 


* Delivered at the annual meeting of the American Institute of Accountants at Dallas, Texas, 
October 20, 1936. 
322 











Report of the President 





= 





The men who by energy, brains, character and experience, have 
the aptitude for leadership are putting in an appearance at ac- 
countants’ meetings, almost everywhere, and are quietly making 
their influence felt and are gradually increasing their interest in 
their state societies. By that, I do not mean necessarily well- 
known names or accountants for the largest clients; I mean the 
best types of accountants in general practice. 

Whether or not we would have wished for it, the existing con- 
ditions of the profession and our country have brought American 
accountants face to face with the task of organizing their pro- 
fession, in every locality and state, as well as in the nation, so as 
to make it of greater service to the public. The challenge given 
must be met or declined; the answer given will have its conse- 
quences. 


IMPORTANT PRINCIPLES OF ORGANIZATION 


For your consideration, I submit several principles which, it 
seems to me, should be controlling and decisive and should be 
given practical and actual fulfillment, in whatever is done by way 
of the better organization of accountants. 


First: Accountants and the accountancy profession exist as a 
means of public service; the distinction which separates a pro- 
fession from a mere means of livelihood is that the profession is 
accountable to standards of the public interest, and beyond the 
compensation paid by clients. 


Second: The organization of accountants into responsible pro- 
fessional groups is particularly charged with a sense of fealty to 
public rather than to private or purely professional interests; and 
the form and extent of an accountants’ organization should be 
considerably determined by its suitability and readiness to pro- 
mote the public welfare. 


Third: There are many matters as to which the public is en- 
titled to the advice and judgment and public-spirited leadership 
of the accountants—not of a few, not of a selected minority, but 
of a substantial majority or of the whole profession; and it follows 
that the organization and leadership should be such as to give to 
the public the benefit of the disinterested counsel and advice of 
the rank and file of the profession, rather than of any minority, 
however wise and patriotic that minority may be. 
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Fourth: In view of that need for public-spirited majority leader- 
ship, it is clear that the organized profession should be self-govern- 
ing and independent, should be fully representative of the pro- 
fession, should be kept free from any manner of political or fac- 
tional control and free from intimidation by government or by 
special interests, and should at all times seek to serve the public 
interest as to matters within its province. Better no national or- 
ganization at all than one which is intimidated or controlled by 
partisan politics, is subservient to clients, or is lacking in the 
courage to fulfill its independent public functions. 

There are many matters on which effective leadership of a 
nation-wide scale is required from American accountants, unless 
the public welfare and the prestige of the profession are to suffer. 
Time permits mention of only a few of these major objectives of 
the organized profession: 


The protection of the public through Requirement of Adequate 
Education and High Ethical Standards for Admission to the Pro- 
fession. 


The present members of the profession owe to the public the 
duty of seeing to it that those who come into the ranks of pro- 
fessional accountants are adequately equipped, by education, 
training, background and high ethical standards, to take up and 
carry forward in a competent and honorable way the complex and 
responsible tasks now entrusted to our profession. 

The unprepared and the unfit must be kept out of an honorable 
profession, else the profession will be held responsible and culpable. 

Perhaps this is a difficult and a bewildering time; but the 
practice of accountancy has never been easy and the avenue to 
advancement and assured success has never been a leisurely road; 
and I doubt if it ever should be. 

In any event, this is a good time in which to be young and to 
have life ahead, and is a most interesting, fascinating time in 
which to practise accountancy. As attractive a life and career 
as I know of, for any young man today, is that of a public account- 
ant in general practice, in one of the smaller cities and towns of 
this country. The young accountant who is making his own way 
on his own merits, in a community which he knows well, is likely 
to gain a sense of independence, security and usefulness, which is 
a most valuable possession in life and is too rarely won in business 
or other vocations. 
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Whether we like it or not, the conditions of the present century 
have made the individual voice of ever decreasing significance 
and influence in the formation of public opinion. I am referring 
now to accomplishments by a profession such as ours. I do not 
refer to political and similar issues. 

It has become evident that the voice which is increasingly 
heard and heeded is that of institutions and large groups, rather 
than individuals. Even when the utterances of an individual 
command attention because of dramatic values, the effect on 
public opinion is usually slight. The views that carry weight 
are those expressed by large and well-organized groups, or by 
institutions of independent standing. 

The consensus of opinion reached by a large and representative 
group is listened to with a respect, and given often a weight and 
practical effect, that is denied to the most conspicuous individuals. 


The Protection of the Public Through Driving the Unscrupulous 
and the Unfit out of the Profession. 


I am happy to be able to report that, in very many communities, 
the state societies have gone into action to fulfill our responsibili- 
ties and duties to the public in this regard, and I believe that the 
movement will become general. 

Around the fringes of this profession, as of every other pro- 
fession and business I know of, are a relatively few accountants 
who lack the ethical standards and the traditions of honorable 
and competent work for clients. Whenever a client is betrayed 
or poorly served by one of these unworthy members of the pro- 
fession, the whole profession, all of us, are severely blamed, public 
confidence is undermined, and those who would destroy the in- 
tegrity and independence of the profession in America rush into 
the press with wholesale indictments based on solitary instances. 
Business men know that these few offenders are not typical of the 
whole profession ; but we have only ourselves to blame if we do not 
insist upon having both the power and the responsibility to make 
professional discipline effective and drive out from our ranks 
those who have proved themselves unworthy, and who tend to 
bring the whole profession intodisrepute. The task is one for state 
societies, in giving practical effect to national-wide standards.* 





* The foregoing is taken almost entirely from the annual address of Judge Ransom, President 
of the American Bar Association. Its application to our profession at this time is so obvious that 


I could not improve uponit. In many instances, I merely substitute the word ‘‘accountant” 
for the word “lawyer.” 
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ACKNOWLEDGMENTS 

During the past year the executive and other committees, as 
well as the secretary and his staff, have accomplished an enormous 
volume of excellent work. The profession is richer due to their 
efforts. The reports will in some measure speak for themselves, 
but much has been done which, formally, can not be reported upon 
at this time. In addition, the ground work has been laid for 
meritorious projects, the benefits from which will accrue to the 
future. 

There has been no period of time from the adjournment of the 
annual meeting in October, 1935, to this date which has not been 
marked with intense activity on the part of the executive and 
other committees and the secretary and his staff. 

Perhaps the most important committee achievements in the 
year are the revision of the federal reserve bulletin, completion 
of the revised report on accounting terminology, the appearance 
of the committee on federal taxation before the senate finance 
committee on the new tax law, and the advice rendered the securi- 
ties and exchange commission and the power commission by the 
two special committees which codéperate with those bodies. 
Among other important activities are those of the committee on 
professional ethics, which, while it has filed no formal charges, has 
dealt with quite a large number of inquiries and informal com- 
plaints, some of them rather difficult. The board of examiners 
continues to supply examinations and grading services for thirty- 
six states and territories. The library and bureau of information 
serve more accountants every year. 


THE MERGER 

I have unbounded confidence in the wisdom of the merger of the 
American Society with the Institute. If any part of the responsi- 
bility for its consummation lies on my shoulders, I gladly assume 
it. But the credit and the responsibility alike belong to those 
leaders who put the good of the profession as a whole above all 
other considerations. Weare especially grateful to the Institute’s 
committee, to the committees of the Society and to the Advisory 
Council of State Society Presidents. 

We can forget the misunderstandings of the past, ifany. Ina 
few weeks all details will be completed, we will go forward with 
all of our united strength of numbers and purpose, but for the 
sake of the permanent record I would like to quote from my 
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presidential address to the New York State Society of Certified 
Public Accountants on July 25, 1923. 


“It is as great a mistake to attempt to build up two strong and 
representative national organizations as it would be to maintain 
two equally strong state organizations. If the membership in 
two national bodies were the same we could rightfully be ac- 
cused of wasteful duplication of effort and money. If the mem- 
bership is not the same, each member naturally will be loyal to 
his own organization. It will never be possible to induce the 
public to devote enough time and patience to the study of the 
subject for it to understand why two national bodies should be 
maintained, even if to the practitioners there may appear to be 
sufficiently good reasons. We would be convicted of inefficiency 
in our own household, and our suggestions to clients to eliminate 
unnecessary time and money in their affairs would inevitably lose 
much of their force. There is no shadow of excuse for two na- 
tional bodies with similar aims in the same profession. There is 
little excuse for two national bodies with different aims. The 
reasonable aims of all practitioners, members of the same pro- 
fession, must be the same. .. . 

‘The professional accountants of the United States form one 
group, and in order to retain our present prestige and extend it, 
we must maintain in each state one dominant society and in the 
nation, one dominant national body. Nothing would be more prej- 
udicial to our standing than a charge that we who profess to ad- 
vise others in organization methods do not ourselves know how to 
organize. If there were to grow up two national bodies, each with 
expensive offices, each duplicating most of the efforts of the other, 
with the same apparent aims, no matter how important the issues 
between them might appear to be to the members, the public—our 
clients—will never recognize the fine distinctions we see, but will 
condemn us, and properly so, for inefficient and expensive meth- 
ods. And it might be embarrassing in many respects. What 
possible excuse could there be for two national codes of ethics? 
Or two national committees on standards of professional prac- 
tice?” 


What I said more than thirteen years ago I reiterate today. 
It is now up to us to justify the hopes and ambitions which have 
led to the merger. We can retain all of our personal views regard- 
ing administrative policies; we can criticize the officers who fall 
down on their jobs, we can reserve almost everything, but we must 
recognize that the business world looks upon the Institute as a 
professional entity. I am sure that with full loyalty to the high 
aims and purposes of the founders of our profession we shall main- 
tain our well earned prestige. 
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THE ApDviIsoRY COUNCIL 

Although the Advisory Council of State Society Presidents was 
not organized until January 6, 1936, we have had its active and 
helpful assistance continuously since that date. 

Our relations with the state societies are of major importance. 
The advisory council will provide a medium for utilizing the 
combined strength of the state and national organizations to a 
greater extent than either the society or the Institute has ever 
been able to do. During this year I know that we have become 
more state society conscious and that the state societies have 
become more Institute conscious than ever before. We have 
formed the habit of sending out letters to state society presidents 
on everything of general importance. 


SERVICES TO MEMBERS 


The Institute should be a militant organization. There is 
enough to do within the scope of our proper activities without 
meddling with affairs which are none of our business. But when 
we think it over there isn’t much except religion and medicine 
and a few other activities which do not deeply concern us as 
professional accountants in our daily practice. 

The well equipped professional accountant is a man of many 
parts. He must be, to deal even reasonably well, with the prob- 
lems of every day commercial life. The Institute should draw 
on the older and more experienced members to help the younger 
ones over some of the hurdles of youth and inexperience. 

For as many years as I can remember we have been told that 
the accumulated experiences and data in the profession would if 
arranged and published easily become a best seller. But we do 
little or nothing about it. Maybe it is wholly impracticable. 

But in any event the Institute proposes to try. We have re- 
organized our information department. It is intended to be of 
special service to the younger members of the Institute. We hope 
to build a laboratory of records which will make it possible for 
the inexperienced to see in graphic form what the experienced 
have done. The results should be in the form of a circulating 
library available to members in any part of the United States. 

I think the Institute should be looked upon by its members 
as an active technical partner. In most large successful corpora- 
tions and partnerships research and statistical departments have 
been established. There are available technical advisors who are 
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specialists. The ramifications of modern business and finance 
make it impossible for any one adequately to cover a general field 
of activity. 

The Institute now has a plant and equipment which has never 
been used to its full extent. We propose to increase the facili- 
ties and enlarge the service to members. In addition to the 
physical equipment of the Institute we number among our mem- 
bers specialists in every branch of practice. Particularly among 
our senior members there are those whose experience and quali- 
fications peculiarly fit them to speak with authority on any ac- 
counting problem or principle. 

Some of these members in the past freely have rendered in- 
valuable services to our members in every state. Obviously the 
Institute’s own facilities must be located in one building, but the 
plan of operation enables practically equal service to the member 
in California and the resident of New York. No charge is made 
for the services unless answers are requested by telephone or 
telegraph,—in that case the inquirer pays the cost. 

Reference is made in the secretary’s report to one of the recent 
and highly important activities of the committee on research and 
information service. 


WASHINGTON OFFICE 


I regard as a matter of the highest importance the maintenance 
of an office in Washington. It need not and should not interfere 
with the administrative work which must center in our own build- 
ing in New York. 

There are certain activities which are peculiar to our national 
government and are not well done from a distance. I can not 
take the time to mention the many arguments in favor of a 
Washington office. 

Provision has not been made for the expenses incident to the 
conduct of such an office. I think it is in order for the matter to 
be referred to the council by this meeting with the hope that funds 
may be found for the purpose. 


DUES AND APPLICATION FEES 


What we all want is maximum benefits at minimum cost. At 
the present time our essential activities require annual dues of $25 
a year. Even so, certain desirable expenditures have not been 
possible. Most of our members have paid an application fee of 
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$25, which has been waived for a brief period. With a substantial 
increase in membership in sight, I think we should work toward 
lower dues, always provided that important activities be not 
curtailed. 

I believe that the Institute should include in its membership 
every member of every state society. It would make the Insti- 
tute truly a national organization. We can then in coéperation 
with state societies ask bankers, credit men and others to dis- 
criminate in the assignment of accounting engagements between 
certified public accountants who belong to their state and national 
organizations and those who do not. 

I would suggest that the board of examiners change their rules 
and that we amend our by-laws as follows: 


Application fees— 


LO RIPEIINELSI OF GREE BOCICTIOR «5 ik 6s since. 0c bass oe dsc aw Sew eae en $10 
ESN I IREIIE = het et OR olan, Lins Mate geindin hee Ar OMe ea 25 
Annual dues when we reach 5,000 and up to 6,000 members, to be 

ee EOE POT RO OTT OT Oe Tee 20 
When we reach 6,000 and up to 7,000 members................ 17.50 
VB ANNA OO ER ION ao ..ci5 ac 8 bxSs Bes RSIS Sele led eos viele sien 15 


OUTSIDE RELATIONS 


I think it could be safely asserted that the Institute’s and, 
therefore, the profession’s, relations with the public at large are 
stronger than ever before. Certainly the way in which our ad- 
vice has been sought by the securities and exchange commission, 
the federal power commission, the interstate commerce commis- 
sion, the stock exchange, and the American Petroleum Institute, 
as well as the way in which we are generally received by the Na- 
tional Association of Credit Men, Robert Morris Associates, 
treasury department and all the other organizations we have dealt 
with shows that the certified public accountant is assuming 
greater stature in the public eye. I think our publicity efforts 
have helped in this direction. We have had a very large number 
of favorable press notices during the year. 


INCOME-TAX LEGISLATION 


In this country income-tax legislation has become a major men- 
ace. Both political parties are to blame. The inevitable result 
of unsound, unfair, discriminatory tax laws is first to create re- 
sentment, then to stimulate attempts at avoidance, and finally 
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evasion. It was so under prohibition. The more complicated 
any income-tax law becomes the easier it is to arrange one’s affairs 
to avoid payment. 

The result in this country has been that taxpayers with compe- 
tent advisors have been able to take advantage of complicated 
and ambiguous sections of the law and have paid less than they 
should have paid, and the ignorant have paid more. 

The British law and British practice are held up to us as far 
superior to our law and our practice. The statement had been 
made so often that I believed it. I was shocked a few months ago 
to learn that, like many other oft repeated sayings, it is greatly 
exaggerated and that the defects in the British law and practice 
are substantial. As a great proportion of our difficulties have 
been constitutional and as the British have no constitution it may 
be that we are no worse off than they are. 

As no one else has done anything about it, I propose that the 
Institute set up an income-tax law drafting bureau with a compe- 
tent staff and that in collaboration with the American Bar Associ- 
ation we prepare a model form for a law which will observe the 
sound maxims of Adam Smith, so often repeated and so little 
observed. 

We should have it ready by the summer of 1938 and endeavor 
to obtain pledges from every candidate for congress to support it. 
In my opinion, it can be short and simple. We can omit rates 
and thus avoid any charges of interference with the duties of 
congress. It is well known that accountants have not opposed 


high income-tax rates when imposed upon realized income and 
ability to pay. 


NATURAL BUSINESS YEAR 


Next to the merger our chief activity during the year has 
been in connection with the natural business year campaign. 
For many years our efforts were restricted to an educational cam- 
paign directed by ourselves. We made no appreciable progress. 
Last winter we decided to proceed on an entirely different basis. 
We asked our friends particularly among credit grantors to lead 
the movement, believing that messages from sources other than 
ourselves might succeed where we had failed. 

We have reason to believe that the experiment is a success. 
The secretary’s report deals with some of the details. It will take 
several years to accomplish definite results. 
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We are grateful to those without whose help little could have 
been done. Let us show our gratitude by greater usefulness made 
possible by a distribution of our work over the entire year. 

Through the natural business year campaign we have estab- 
lished intimate relations with trade and business organizations 
and government departments with which we were only slightly 
acquainted before. State societies can do the same thing in their 
own territories. Thus, the natural business year campaign can 
be helpful to accountants in two ways, one by spreading work 
throughout the year and the other by giving them a subject to 
discuss with trade and business organizations and government 
departments. 


FIFTIETH ANNIVERSARY 


Next year marks the logical time to celebrate the fiftieth anni- 
versary of the organization of our immediate predecessor, the 
American Association of Public Accountants. We have a record 
of which we can be proud. The celebration should be worthy of 
the occasion. I am sure that the committee in charge will not 
fail to make the fiftieth anniversary memorable. 

I ask the interest and support of every member of our organiza- 
tion. We have an opportunity to show the world what we are, 
what we stand for and what we aim to accomplish in the next 
fifty years. 


NATION-WIDE STANDARDS OF PROFESSIONAL CONDUCT ARE 
NEEDED 


In the formulation and maintenance of professional standards 
a single state or locality can not achieve the desired objectives. 
Each state society can contribute its part to the consensus of 
informed opinion and action, but that is not enough. 

If nation-wide standards and nation-wide leadership in vital 
matters are expected from our profession an effective national 
organization is plainly necessary; an inadequate and ineffective 
organization deprives the public of an aid and adjunct to which 
they are fairly entitled. 

I hope we can pass the details of professional standards without 
disagreement. The honest man rarely talks about honesty. 
During the past year there has been no change in the standards of 
the Institute. Changes in by-laws and changes in rules of conduct 
mean little. The day by day conduct of our members means a 
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lot. Let’s debunk those who unfairly criticize the standards of 
others and whose personal standards are not above reproach. 

I find it difficult to express my thought regarding the element of 
independence, which is closely allied to professional standards. 
We say glibly that independence is the professional accountant’s 
capital as well as his sacred honor; and we say that no professional 
man can be unmindful of the opinions of his fellow practitioners, 
the code of ethics and many professional amenities, all of which 
must be followed, obeyed and perhaps suffered in order that the 
profession may live. Truly we have chosen a difficult path in 
life. I can do no more than reiterate what those who have pre- 
ceded me have said. There is nothing new under the sun. But 
we have the younger men, the students who are entitled to the 
best we can give them out of the richness of our experience and 
our failures. And as we think of our failures let us resolve to be 
tolerant of the shortcomings of the uninformed and the inex- 
perienced and the more their need the more tolerance we should 
show. 

Let us be strict in discipline but always be just in our decisions. 

RoBERT H. MONTGOMERY 
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Management of Capital Distributions Under the 
Revenue Act of 1936 * 


By NorMAN L. McLAREN 


The new tax on the undistributed profits of corporations, em- 
bodied in the revenue act of 1936, is unique in the history of the 
United States or any other civilized country. As it is not appro- 
priate to consider here the political or economic aspects of the 
innovation, the succeeding discussion will be confined to an 
analysis of the effect of the new tax upon corporations and their 
stockholders. It may be mentioned in passing, however, that 
members of congress who voted for the measure without reading 
it can be classified only as nincompoops, while those who voted for 
the bill after reading it must be characterized definitely as 
‘‘incomepoops.”’ 

It is important to note at the outset that the discussion which 
follows is based largely on theory and not practice. Many of the 
problems with which taxpayers are non-concerned will undoubt- 
edly remain unsolved until they are passed upon by the courts, 
barring the possibility that the pertinent sections of the act may 
be repealed or amended before any returns are made thereunder. 

The statutory provisions relating to the corporate surtax are 
contained in section 14, and amplified in sections 26 and 27 of the 
act. On August 10, 1936, the treasury department issued reg- 
ulations which present its interpretation of the new provisions.** 
They are necessarily brief and incomplete, as there are no pre- 
cedents to guide the administrative officials. As most account- 
ants have had occasion to read the regulations no attempt will 
be made to analyze them in detail, but merely to comment upon 
some of the questions which they raise. 

Importance of accurate determination of taxable net income. 
Practically all corporations of substantial size are faced each year 
with the necessity of accounting for items of income and expense 
whose taxability or deductibility is doubtful. In such instances 
the correct treatment is more often than not a matter of opinion. 
The decision of the taxpayer with respect to the proper treatment 
of such doubtful items is subject to challenge by administrative 
officials, and frequently deductions are contested in their entirety 





* An address before the American Institute of Accountants at Dallas, Texas, October, 22, 1936 
* T. D. 4674, I. R. XB. V-32, August 10, 1936. 
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or items of income and expense are shifted from one year to 
another upon audit of the tax return. 

It must be borne in mind that the dividends-paid credit can not 
be taken unless the dividend payments are made before the close 
of the year. It is virtually impossible for a corporation of any 
size to determine its net income accurately until well after the 
close of the year; the complexities which would result if no relief 
were granted in such cases were recognized by the American 
Institute of Accountants while the 1936 act was in the formative 
stage. A brief filed with the senate finance committee by V. H. 
Stempf, chairman of the committee on federal taxation of the 
Institute, states our case admirably as follows: 


‘‘Subsequent revision of adjusted net income by the treasury 
department may have a fatal effect upon the financial condition 
of a corporation by reason of irrevocable actions, in respect of 
dividends or otherwise, taken by the management on the basis of 
‘adjusted net income’ originally determined in good faith. .. . 
With a steeply graduated tax, measured not by the full amount of 
the income but by the residuum undistributed, the importance of 
reallocations and the probabilities of injustice arising therefrom 
will be greatly increased. 

‘‘ As examples of items of income or expense, the allocation of 
which is frequently challenged by the treasury department, there 
may be cited income which has been the subject of litigation, 
losses from bad debts or worthless investments, depreciation, 
additional assessments of state franchise tax, claims paid as a 
result of litigation, etc.” * 


Despite this protest and others filed on behalf of other repre- 
sentative groups, the bill, as finally enacted, fails to provide relief 
from these inequities. Accordingly, corporations face the un- 
happy alternative of accounting for doubtful items in the current 
year with no assurance that the return will be accepted, or holding 
them in suspense with the possibility that the subsequent returns 
in which they appear will be challenged. If the former course is 
followed, the disallowance in the first year of a doubtful deduction, 
or the addition to income of a questionable item, may result in 
the levying of an excessive corporate surtax on the first year’s 
income. On the other hand, if a deduction is not claimed in the 
first year, examining officers may contend that it is not allowable 
in a later year. This is very likely to involve an increased cor- 





* Brief of American Institute of Accountants appearing at page 607 of printed transcript of 
hearings before senate finance committee on H. R. 12395. See also statements of H. B. Fernald 
and E. C. Alvord, appearing in the same document at pages 238 and 283, respectively. 
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porate surtax for the year in which the deduction is disallowed. 
Moreover, by the time the later year’s return is examined, the 
statute of limitations on refunds may have run against the tax- 
payer, so that recovery of taxes overpaid in earlier years will be 
barred. Ordinarily, however, the inclusion of a doubtful item of 
income in the first year’s return will not lead to such inequitable 
results because of the dividend carry-over provision of the 
statute.* 

Careful thought should be given to the status of every doubtful 
item, and if the amount involved is large it will be advisable 
frequently to distribute practically all the earnings of the year, 
or even more than book income if the accumulated surplus will 
permit, in order that a subsequent disallowance of a deduction or 
an addition to income will not result in heavy corporate surtaxes. 
The existence of doubtful items may well be the determining 
factor in connection with the establishment of dividend policies. 
Other factors entering into the determination of the most appro- 
priate amount of dividend declarations will be considered later. 

Computation of adjusted net income. The term ‘adjusted net 
income’’ is defined as the net income for normal tax purposes 
minus the sum of the normal tax and the credit for interest on 
partly taxable obligations of the United States and government 
corporations, and plus the credit allowed for normal tax purposes 
of 85 per cent. of dividends received. Thus all dividends received 
are included in the amount subject to the corporate surtax. 
Special credits are provided in the case of certain holding company 
affiliates and national mortgage associations.** All these deduc- 
tions are readily ascertainable and require no further explanation. 

Computation of undistributed net income. After the adjusted 
net income has been determined, two additional eliminations must 
be made in computing the undistributed net income subject to 
the graduated suriax. These allowances embrace amounts 
applied to certain contractual obligations and to dividend dis- 
tributions. 

The act recognizes two types of restrictions upon dividend 
payments: (1) Restrictions arising from contracts executed prior 
to May 1, 1936, which prohibit or limit the payment of dividends 





* Under section 27 (b) of the revenue act of 1936, there is allowed as part of the dividends paid 
credit in any year, dividends paid during the preceding two years to the extent not needed as 
credits in such preceding years, except that no such credit is allowed for dividends paid prior to 
the effective date of theact. Thus the subsequent transfer of income from the first to the second 
year’s return will provide a credit in the first year which may be applied against the income of 
the second or third year. 

** Rev. act of 1936, sec. 14 (a) (1). 
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during the taxable year, and (2) restrictions which require the 
payment or irrevocable setting aside of a specified portion of the 
earnings or profits of the taxable year for the discharge of a debt 
incurred on or before April 30, 1936. The statute provides that 
if dividend payments are restricted by two or more contractual 
obligations, only the largest of the credits computed with respect 
to each of such restrictions, and not their sum, shall be allowed. 

Restrictions on the payment of dividends are not recognized 
unless embodied in a written contract executed by the corporation 
prior to May 1, 1936. Many states prohibit by statute the pay- 
ment of dividends from current earnings where the corporation 
has a deficit because of prior years’ operating losses. Under the 
regulations, no recognition is given to such restrictions, and the 
regulations further state that the charter of a corporation does not 
constitute a written contract within the meaning of the act.* It 
is a virtual certainty that these points will be challenged in the 
courts. 

Corporations which had a net deficit at January 1, 1936, may 
well consider the advisability of scaling down the capital stock 
sufficiently to eliminate such deficits. Likewise, companies which 
are restrained from making dividend payments because of provi- 
sions in security indentures or other contracts of a type that may 
not assure the credit relating to restrictive contracts, may find it 
less expensive to refund outstanding obligations or to arrange for 
the modification of existing contracts than to pay the corporate 
surtax on undistributed profits. 

The first official example reproduced in article 26-3 of the 
regulations may be misunderstood in one particular. It seems to 
imply that, even if amounts are restricted from distribution by a 
recognized contract, no credit is allowable if a surplus exists at the 
beginning of the year. Obviously this should apply only to “free 
surplus’’ existing at the beginning of the year, and not to surplus 
accumulated in the past by operation of any restrictive contract. 

In another important respect the commissioner has taken a 
position that will make it impossible for most corporations to 
derive any benefits from contracts restricting the payment of 
dividends, by holding that the contract will not be recognized if it 
does not preclude the payment of dividends in a form other than 
cash, such as stocks or bonds.** This limitation appears to be 





* T. D. 4674, supra, art. 26-3. 
** T, D. 4674, supra, art. 23-3 (b). 
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wholly unwarranted. The house draft of the bill did not deal 
separately with the restriction on dividend payments and con- 
tracts requiring the retirement of indebtedness from earnings. 
The senate finance committee report on the bill explained as 
follows the changes which it recommended in that part of section 
26 which related to contracts restricting the payment of dividends: 

‘This credit is in principle similar to a relief provision in the 
house bill for the purpose of the undistributed-profits tax im- 
posed by that bill.” * 

The finance committee’s statement is significant in that it 
expresses congressional intent to afford relief where the payment 
of dividends is restricted by contract. Cases are rare in which 
agreements between corporations and creditors preclude the pay- 
ment of dividends in corporate stock or other securities of the 
debtor. If the commissioner’s interpretation is upheld, the relief 
afforded by the section will be so limited as to render the provision 
virtually meaningless. Accordingly, it is not unreasonable to 
expect that the courts will reverse the commissioner’s ruling. 

Disposition of profits of taxable year. The act permits as a 
credit against the earnings subject to surtax amounts actually 
paid or set aside within the taxable year for the discharge of debts, 
if such payment or setting aside is required under the terms of a 
written contract executed by the corporation prior to May 1, 
1936. The credit, however, is subject to the condition that the 
written contract must contain a provision dealing expressly with 
the disposition of earnings and profits of the taxable year. 

Let us turn our attention to the commissioner’s regulations to 
determine whether effect has been given to the intent of congress. 
The new regulations prescribe that the credit for withheld earnings 
is only applicable where the contract specifically deals with the 
retirement of indebtedness from net income.** 

The ruling that the remedial clause does not apply to payments 
into a sinking fund for the retirement of bonds on the basis of 
timber cut or coal mined, nor to contractual obligations which 
provide for debt retirement according to percentages of gross sales 
or gross income, fails to give recognition to the broad purposes of 
the section. Whether payments of this character are based on 
gross earnings or profits, or on net income, is usually fortuitous. 
Moreover, debt retirements on the basis of gross sales or gross 





* Report of senate finance committee on revenue bill of 1936, page 15. 
** T. D. 4674, supra, Art. 26-3 (c). 
338 

















Management of Capital Distributions 








income necessarily imply income and profits, and this implication 
is borne out in all cases in which the pertinent provision of the 
act has any practical application, because the tax on undis- 
tributed profits is assessable only in years in which net earnings 
are actually realized. A different situation is presented where a 
contract provides for the retirement of securities or the mainte- 
nance of a sinking fund without reference to the operating 
activities of the debtor corporation, because the relief provision is 
limited in its application to situations in which the contract with 
the creditor deals with the disposition of earnings and profits. 

The commissioner’s position with respect to certain additional 
phases of this subject appears to be correct. Amounts paid into 
or set aside for a sinking fund to retire the preferred stock of a 
corporation do not give rise to a credit because they do not relate 
to corporate debts. Similarly, bonds issued after April 30, 1936, 
to refund a pre-existing issue do not represent debts incurred 
before April 30, 1936, within the meaning of the act. 

Constitutional aspects. A word is appropriate with respect to 
the situation which will be presented if the commissioner’s inter- 
pretation of congressional intent is upheld. In such event, grave 
doubts will be raised as to the constitutionality of sections 26 (c) 
(1) and 26 (c) (2) of the statute. Taxpayers who are adversely 
affected by the commissioner’s interpretation should follow the 
situation closely and file timely refund claims in the event that 
the status of these sections has not been judicially determined 
before the expiration of the statute of limitations. 

Corporation credit for dividends paid. The final adjustment of a 
corporation in determining undistributed net income subject to 
the surtax relates to the credit for dividends paid. 

The commissioner’s interpretation of the pertinent section of 
the act * is for the most part clear and equitable. The salient 
points may be summarized as follows: 

1. The position assumed by the commissioner that corporations 
are not entitled to the dividend credit unless dividend payments 
are made before the close of the year, or dividend cheques mailed 
to reach stockholders before the close of the year in the ordinary 
handling of the mails, finds justification in the legislative history 
of the act. Similarly, the requirement that dividends paid in 
stock or other corporate securities must be delivered to or regis- 
tered in the name of the shareholders appears proper. If a 





* T. D. 4674, supra, part IV. 
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corporation, instead of paying the dividend directly to the share- 
holder, credits on its books the account of the shareholder with the 
amount of the dividend, the dividends-paid credit will be allowed 
if the corporation can show that such crediting constituted actual 
payment during the proper year. However, it would appear de- 
sirable for the corporation to make actual payments in one of 
the forms permitted by the statute, in order to eliminate any 
doubt. 

2. The only significance of the dividend carry-over provision is 
that corporations which pay greater dividends than are required 
to eliminate the surtax will be entitled to carry forward the excess 
amount as a credit which may be utilized in the two succeeding 
taxable years. Where such excess dividends are paid, however, 
it should be remembered that, if the corporate surtax is repealed 
in the near future, the excess dividends will be of no benefit in 
computing future taxes. Dividends paid before January 1, 1936, 
may not be so carried forward as a dividends-paid credit. 

3. The credit with respect to dividends paid in property is 
measured by the adjusted basis of the property in the hands of the 
corporation, or its fair market value at the date of distribution, 
whichever is the lower. This provision is inequitable but scarcely 
open to challenge. The regulations provide that dividends paid 
in treasury stock constitute property dividends, unless the pre- 
sumption is overcome that such stock has been held by the corpo- 
ration as an investment,* and thus the credit allowed for such 
dividends would be the lower of their cost or fair market value. 
This ruling is predicated upon a statutory provision which pre- 
scribes that the dividends-paid credit is allowable if a dividend is 
paid in “stock of the corporation held by the corporation as an 
investment.” ** But in the event that but one class of stock is 
outstanding at the time that a dividend is paid in treasury stock, 
the equities of the individual stockholders are not changed by the 
distribution and accordingly no taxable income appears to accrue 
to them. Until this point is clarified, corporations are advised 
against paying dividends in treasury stock. 

4. Dividends paid in obligations of the corporation, other than 
in stock, establish a credit to the extent of the face value of the 
obligations or their fair market value at the date of issuance, 





* Article 27-3 of T. D. 4674, supra, reads in part: ‘‘ Unless shown to the contrary, shares of 
capital stock once issued but thereafter acquired by the corporation in any manner whatsoever, 
but not retired, shall be deemed to be held by the corporation as an investment.” 

** Rey. act of 1936, sec. 27 (c). 
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whichever is lower. In the event that the fair market value is 
less than the face value, a second dividend credit, measured by 
the excess of the redemption price over the previously allowed 
credit, is allowable at the time the obligations are redeemed by 
repurchase, retirement or cancellation. The term “obligations,” 
as defined in the regulations, means any legal liability, regardless 
of when incurred, to pay a fixed or determinable sum of money, 
evidenced in writing executed by the corporation,* but it does not 
include any liability as an endorser, guarantor or surety. 

5. Credit is allowed for stock dividends or stock rights which 
are taxable in the hands of the recipients. 

6. The regulations provide in general that the credit is allow- 
able for distributions in liquidation to the extent that such 
distributions represent taxable income in the hands of the share- 
holder. Conversely, tax-free distributions to stockholders in 
transactions such as reorganizations and mergers in which no gain 
or loss is recognized, do not give rise to a dividends-paid credit. 
An exception is made, however, if the earnings of a corporation 
shall have become the earnings of another corporation as a result 
of a merger or consolidation which has occurred during the taxable 
year. Here any dividends paid by the transferee corporation 
subsequent to the consummation of such transaction may, with 
the approval of the commissioner, be apportioned between the 
transferor corporation and the transferee corporation, and the 
portion allowed to the transferor corporation may be used only in 
the computation of the dividends-paid credit of such transferor 
corporation. As the regulations provide that the allocation is 
subject to approval upon the commissioner’s review of the returns, 
conservative taxpayers will prefer, wherever possible, to pay the 
accumulated earnings of the current year in dividends before the 
merger or consolidation is effected. 

7. The dividend credit is not allowable unless all stockholders 
of the same class are treated alike in every respect. The regula- 
tions provide that not only must the same amount per share be 
paid to each stockholder of the same class, but the dividend must 
be payable to all stockholders of the same class at the same time. 
The provision is not of practical importance, except in the case 
of the cancellation of part of a corporation’s stock in circum- 
stances which render it essentially equivalent to a taxable 
dividend or where excessive salary payments are held to be 

* T. D. 4674, supra, art. 27-4. 
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subject to tax in the same manner as dividends.* In such cases 
the payments are not allowed as dividends-paid credits. 

8. The fact that any recipient of a taxable distribution is not 
subject to income tax thereon because the payee is an organiza- 
tion exempt from tax, does not operate to reduce the dividend 
credit by amounts paid to such a stockholder. 

9. The statute provides that if any part of a distribution is not 
taxable in the hands of such shareholders as are subject to income 
taxation under the act, a dividends-paid credit is not allowable 
with respect to such amounts. This limitation is sufficiently 
important to warrant careful consideration. 

Contingent reduction of dividend credit. It has been observed 
that the treasury regulations interpreting the sections of the act 
which deal with the tax on undistributed profits were necessarily 
incomplete because of the lack of precedents. It is virtually 
certain that, as specific cases are construed by the internal 
revenue bureau, changes in the present regulations will be re- 
quired. One of the most troublesome problems that may be 
anticipated in this regard arises by reason of the statutory 
provision just mentioned which denies corporations the dividends- 
paid credit for any part of distributions to stockholders which is 
not taxable in the stockholders’ hands. The regulations make it 
clear that the treasury will deny the credit to the extent that 
stockholders subject to tax do not receive taxable income for the 
period in which the distribution is made. 

Let us consider the situation arising from a distribution of 
treasury stock. Assume that, relying on the commissioner’s 
ruling that such distributions result in a dividend credit, a corpo- 
ration distributes stock dividends from this source before the close 
of the taxable year, and notifies its stockholders that under the 
regulations of the treasury department the distribution consti- 
tutes a dividends-paid credit to the corporation and a taxable 
dividend in the hands of the shareholders. It is reasonable to 
suppose that the counselors of many taxpayers will advise their 
clients that in view of the doubtful status of such dividends and 
the treasury’s previous treatment of distributions of this char- 
acter, the recipients should not report the dividend as taxable in 
their returns. Obviously, a most perplexing administrative 
problem will arise in these circumstances. Upon audit of the 
returns of the stockholders the issue will be joined, and the com- 
~ * Reg. 86, art. 15-9. 
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missioner will be required to assert a deficiency, after which the 
taxpayer may take his case to the board of tax appeals. In the 
interim, however, the statute of limitations will be running against 
the government. In line with past practice the bureau may deem 
it advisable to make jeopardy assessments or to suggest that the 
corporation file waivers of the statute of limitations. The tax- 
payer who has litigated the issue may be the ultimate victor. 
What then of the position of the corporation and the other stock- 
holders? Again consider the case of a stockholder who reports a 
doubtful distribution as taxable income in his original return and 
defers the filing of a refund claim until the statute of limitations 
has almost run against the collection of additional tax from the 
corporation. What is the position of the government in these 
circumstances? 

I will not attempt to answer these questions. They have 
merely been propounded to demonstrate the advisability of mak- 
ing dividend distributions in a form which clearly represents 
taxable income in the hands of the recipient. Corporate execu- 
tives who follow any other course are borrowing trouble. 

Source of dividend distributions. The act provides that every 
distribution is made out of earnings or profits to the extent thereof 
and from the most recently accumulated earnings or profits. Any 
earnings or increase in value of property which had accrued before 
March 1, 1913, may be distributed exempt from tax. When all 
earnings accumulated after February 28, 1913, have been declared 
as dividends, further distributions are tax exempt and shall be 
applied against and reduce the adjusted basis of the stock.* 
There appears to be no doubt that the term “earnings and 
profits’’ as used in the foregoing section includes taxable as well as 
non-taxable gains and deductible and non-deductible expenses, 
rather than net accumulations of taxable income since February 
28, 1913.** The distinction may be of importance where cor- 
porations with little or no surplus fail to maintain current ac- 
counting records in accordance with accepted principles. 

Dividend distributions in other than cash or tangible property. 
Where corporations seeking to guard against excessive surtaxes 
on undistributed profits are not in a position to make the required 
distributions in cash or in kind, several options are available. 
Privately owned corporations are naturally in a more favored 
~ * Rev. act of 1936, sec. 115 (b). 

** An interesting discussion of the status of dividend distributions made from exempt income 
is contained in Cummings v. Comm., 73 Fed. (2d) 477; see also May v. Comm., 20 B. T. A. 282. 
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position, because the nature of the distribution can be determined 
by the requirements of the individual stockholders. Here funds 
may be borrowed for the payment of a cash dividend, followed, if 
necessary, by an assessment on the stock. Notes of various types 
may be issued, or optional dividends may be declared. If a 
single class of stock is outstanding, it is doubtful if the issuance of 
a stock dividend or stock rights will answer the purpose unless as 
part of an optional dividend. 

Publicly-owned companies are faced with a more difficult 
problem, not only because of the inability of the management to 
consider the individual needs of a large number of stockholders, 
but by reason of the accounting and mechanical problems which 
will arise. However, the management of all corporations subject 
to the tax should take every precaution to insure that the dis- 
tribution will in fact result in the allowance of the statutory 
dividends-paid credit. 

Certain types of stock dividends and stock rights will give rise 
to the credit; others will not. The new revenue act provides that 
“in the case of a stock dividend or stock right which is a taxable 
dividend in the hands of shareholders under section 115 (f), the 
dividends-paid credit with respect thereto shall be the fair market 
value of the stock or the stock right at the time of payment.” * 
The status of stock dividends and stock rights in the hands of 
shareholders will be analyzed later. 

It is evident that in all cases the dividends-paid credit is allow- 
able if the distribution is made in bonds, debentures or notes. 
Optional dividends payable in cash or stock at the election of the 
recipients carry the dividends-paid credit,** even though the pay- 
ment of the dividends in stock (without the election) might not 
constitute taxable income to the shareholders and would therefore 
not result in a dividends-paid credit.*** Itshouldbebornein mind, 
however, that the future of the corporate surtax is entirely uncer- 
tain. There is reason to believe that if it is not repealed in the 
forthcoming session of congress, it may be amended in many 
important particulars. Consequently, the directors of corpora- 
tions should approach the problem, not with a view to adopting 
fixed policies, but rather as a matter of expediency. 
~ # Rev. act of 1936, sec. 27 (e). 

** Note 15, supra. 

*** Section 113-4, revenue act of 1936. The securities and exchange commission has ruled 
that the issuance of securities incidental to the offer of an optional! dividend does not constitute a 
sale which requires registration under the securities act of 1933, as amended, unless there is an 


underwritinginvolved. (See opinion of John J. Burns, general counsel, securities and exchange 
commission release No. 929, Prentice-Hall federal securities service, paragraph 7125.) 
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It has been suggested that three safe forms of dividend distribu- 
tion which may be utilized in lieu of payments in cash or property 
are: 

(1) The payment of stock dividends or the issuance of stock 
rights which change the proportionate interest of stock- 
holders in the corporation; 

(2) The payment in notes or other obligations of the corpora- 
tion. 

(3) The declaration of an optional dividend. 

The first form is probably available only where more than one 
class of stock is outstanding. Until the situation is clarified, such 
distributions should be avoided if it is practical to follow the 
second or third method. Interesting possibilities are presented, 
however, in the issuance of stock rights to subscribe to securities 
which have appreciated in value in the hands of the taxpayer 
corporation. In these circumstances there may be offered to 
stockholders the right to subscribe to such securities at a price 
substantially below their market value. Under section 115 (f) 
of the act the difference between the subscription price and the fair 
market value of the securities would appear to constitute a taxable 
stock right equivalent to a dividend.* It would likewise appear 
that the dividends-paid credit allowable to the corporation in 
these circumstances by section 27 (e) is based on the full value of 
the rights. It is conceivable, however, that the commissioner 
might attempt to apply the limitations applicable to dividends in 
kind, though such treatment appears illogical. The plan has two 
advantages: it minimizes the tax liability of the issuing corpora- 
tion by eliminating the corporate tax which would be payable if 
the securities were first sold at a profit and their proceeds distrib- 
uted to the taxpayers; and it assures cash realization to stock- 
holders who have need for funds for the payment of taxes. 

A distribution in the form of notes appears to offer the most 
satisfactory solution in many cases because of its simplicity. 
Legal and accounting expense will be minimized, as no change in 
the capital structure will be required, and the corporation will be 
in a position to await developments for another year, by which 
time the situation should be clarified by legislative changes and 
otherwise. 

Where dividends are paid in corporate notes, no requirement 
exists as to minimum interest payments nor as to maturity. Thus 
” * Metcalf's Estate v. Comm., 32 Fed. (2d) 192. 
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there may be issued notes payable on demand or with any desired 
maturity, bearing a nominal rate of interest or none at all. It is 
important to note, however, that the dividends-paid credit is lim- 
ited to the face value of the obligations or their fair market value 
at the date of issuance, whichever is lower. Accordingly, it 
appears advisable to provide a rate of interest sufficiently high to 
offset any discount factor which might operate to reduce the 
market value of such obligations. 

Other considerations will enter into the selection of the type of 
distributions if there are numerous stockholders, particularly if 
the stock is listed on an exchange. * Where notes are issued with 
a fixed maturity it will be essential to make the interest rate suffi- 
ciently attractive so that the notes will be worth par in the open 
market. Moreover, directors should take into consideration the 
psychological effect upon the stockholders of the payment of a 
taxable dividend which neither can be converted readily into cash 
at face value nor bears a high enough rate of interest to constitute 
an attractive investment. If a company’s cash requirements are 
such that any impairment of its current position will be disad- 
vantageous, it will be found advisable to provide for a maturity of 
such notes of two years or more. 

In view of the possibility that the company will wish to retire 
notes before maturity, provision should be made for calling the 
obligations at not less than par and accrued interest at any time. 
Directors who are considering this type of distribution should also 
have in mind the possibility that some or all of the stockholders 
will be willing to convert the notes into stock on reasonable terms, 
if at a later date this procedure appears to be in the best interests 
of the company. Should the stock be actively traded in on an 
exchange or “‘over the counter,” it is probable that substantial 
blocks, of which a portion may be in “odd lots,” will be held in 
the name of brokers for the account of customers. Here the 
delivery to each broker of a single note covering the dividend on 
stock held for customers would result in confusion and the pos- 
sibility of a forced sale of the note. Consequently, the issuing 
corporation should specify in the letter of transmittal that the 
note or notes will be converted into notes of a smaller denomina- 
tion upon the request of the recipient. Upon delivery of notes of 

* Attention should be given to the fact that if additional stock is issued, new shares must be 
registered with the securities and exchange commission and the appropriate exchange, pursuant 


to the securities exchange act of 1934, although stock dividends have been ruled to be exempt 
from registration under the securities act of 1933, as amended. See note 29, supra. 
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smaller denomination the broker can endorse them to his cus- 
tomers or hold them in marginal accounts according to the exi- 
gencies of the situation. 

As an alternative the dividend may be made payable in notes or 
cash at the option of the stockholder, thus establishing the value 
of the notes at par at the time of issuance regardless of the interest 
rate. This plan may be utilized effectively when the owners of a 
large percentage of the stock agree in advance that they will not 
exercise the option to receive cash. As most small stockholders 
will wish to receive cash, the plan offers the additional advantage 
of eliminating the expense incident to the issuance of such notes 
as will be cash immediately. 

Optional stock dividends. Many corporations have decided to 
declare ‘‘optional dividends”’ payable in cash or stock at the will 
of the stockholders. A distribution of this character, if the dis- 
crepancy between the cash offer and the present market value of 
the stock were immaterial, would establish that the dividend 
stock was worth the stated value at the time of issuance. This 
plan will be particularly effective in the case of listed stocks. 
However, it involves a-greater expense than the issuance of notes, 
and it may complicate the capital structure. But this possibility 
should be considered : Regardless of the terms of the act the courts 
may hold that, if all the stockholders elect to take stock rather 
than cash, optional distributions are a non-taxable dividend upon 
which the dividends-paid credit is not allowable.* Doubts can 
be eliminated if the cash option is exercised as to a reasonably 
large amount of the total involved. 

Control of the tax on undistributed profits. As any tax paid by a 
corporation is an indirect charge upon each stockholder to the 
extent of his pro-rata interest in the corporation, the most econom- 
ical management of over-all taxes will be that which will involve 
the smallest combined tax liability to the corporation and its 
shareholders. A different approach to the problem is required in 
the case of privately-owned as compared with publicly-owned 
corporations. 

Privately-owned corporations. Privately-owned companies with 
a limited number of shareholders whose individual tax problems 
are known to the management are in a position to determine 
dividend policies with due regard to the interests of all the stock- 


* An extensive discussion of optional dividends is contained in Paper v. Comm., 29 B. T. A. 
523. See also Wood v. Comm., 29 B. T. A. 739 
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holders. If practically all the corporate stock is owned by one 
person, the problem offers fewer complexities. The first con- 
sideration is whether, over a reasonable period, benefits will accrue 
to the owner if any portion of the earnings is withheld from dis- 
tribution. It is self-evident that if by reason of deductible losses 
or low income from all sources, coupled with small corporate 
earnings for the current period, the maximum combined federal 
and state tax rates applicable to the individual income would be 
less than 7 per cent. (the rate of corporate surtax in the lowest 
bracket), the current year’s taxes will be minimized if all the 
corporate earnings are distributed before the close of the year. 
Additional factors must be analyzed if any portion of the income 
of the sole stockholder is taxable at a rate between 7 per cent. and 
27 per cent. 

The first step in the development of a dividend policy is the 
computation of aggregate corporate and individual taxes which 
would be incurred with distributions of varying amounts. How- 
ever, distributions which will result in the lowest combined tax in 
the first year will not always be advisable. It will be preferable 
in some instances to distribute the major portion of current earn- 
ings, even if a larger aggregate tax is entailed, in order to provide 
leeway in future years for accumulations which will not be subject 
to tax as “improper accumulations of surplus’’ under section 102 
of the act. This is particularly true if increased earnings are 
expected in later years, but another course may be advisable 
if circumstances are different. For instance, since section 102 of 
the revenue act of 1936, which imposes the surtax on improper 
accumulations of surplus, provides that prima-facie evidence of 
intent to avoid surtax on shareholders is evidenced by ‘‘the fact 
that any corporation ... (permits) . . . earnings or profits 

. . to accumulate beyond the reasonable needs of the business,”’ 
it is easily seen that a presumption might arise in many cases 
where the corporation did not in fact intend to accumulate sur- 
plus. If a corporation, to escape the current year’s surtax on 
undistributed profits, abandoned a former policy of retaining a 
reasonable amount of its earnings and paid out as dividends its 
entire year’s income, it might be attacked under section 102 in 
later years if the corporate surtax on undistributed profits were to 
be repealed and the company returned to its original policy of 
retaining an appreciable amount of earnings. It might be con- 
tended that since the corporation could pay out all its profits in 
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one year, the retention of substantial earnings in later years 
established an intent “to avoid surtax upon shareholders.’’ How- 
ever, if the dividends were not paid in cash this reasoning would 
not be applicable. Accordingly, distributions in the stated cir- 
cumstances should be made in a form other than cash. 

It will be found that when the income of a sole stockholder from 
all sources reaches approximately $38,000, after the credit for 
personal exemption and dependents, any additional distributions 
by the wholly owned corporation will increase the combined 
federal tax liability of the stockholder and the corporation. This 
is true because the corporate surtax in the highest bracket is 27 
per cent., and the federal individual tax on sums in excess of 
$38,000 is greater than 27 per cent. If state income-tax levies 
are applicable to the distributions, the stated amount will be 
correspondingly lower. These factors are of course only two of 
the many which must be considered. 

It is to be emphasized at this point that the payment of the 
corporate surtax in no wise reduces the tax liability of the stock- 
holder upon the subsequent distribution of the earnings on which 
the surtax is based, except so far as later dividend distributions 
will be reduced to the extent of the surtax paid. Consequently 
the retention by the corporation of all current earnings, after the 
income of the sole stockholder for the current year reaches, say, 
$38,000, will involve an unnecessary tax if the distribution of this 
income will be required in the reasonably near future. This is 
particularly true where the income of the sole stockholder is not 
likely to decrease materially in the next succeeding years. An 
exception is to be noted, however, if the income of the sole stock- 
holder is abnormally high in the current year by reason of non- 
recurrent profits or otherwise. Here an advantage may be 
derived by withholding all the corporate earnings. For example: 
A person has taxable net income of $70,000, of which $50,000 
represents a non-recurrent profit. The corporation of which he is 
the sole stockholder has estimated earnings for the year of $20,000, 
and it is predictable, with reasonable certainty, that this income 
will not be increased materially during the next two years. It is 
assumed further that the corporation can show beyond question 
that the profits have not been accumulated beyond the reason- 
able needs of the business, and thus will not be subject to the 
tax on unreasonable accumulation of surplus. In these circum- 
stances it will be advantageous for the corporation to withhold 
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from distribution all its current earnings and to pay the corporate 
surtax thereon because the aggregate surtax where all the earnings 
are withheld will be only 20% per cent. of the adjusted net income 
and the distribution of the earnings would involve tax to the 
individual taxpayer at a substantially higher rate. 

These conclusions are inescapable, because each year stands 
alone. Once the corporate surtax on undistributed profits is paid 
on withheld income, no further levies are assessable until taxable 
dividends are received by the stockholder. Likewise, no question 
of unreasonable accumulation of surplus as to any later year will 
arise in respect to this particular income; the penalty tax on such 
accumulations applies only to current earnings. It is to be 
observed further that if the personal exigencies of the owner re- 
quire the distribution of the withheld earnings at a later date, the 
dividend payments can probably bearranged in such a manner as to 
involve a smaller tax in the aggregate than would be payable if the 
corporate earnings were distributed in the year of accumulation. 

These conclusions do not depend upon the continuance, modifi- 
cation or repeal of the corporate tax on undistributed profits. In 
the event that the tax is eliminated, the advantage is obvious, 
but no difference in principle will be presented if the act is 
retained in its present or modified form. The important factor 
to which thought must be given in considering the subject from a 
long-range viewpoint is the penalty tax on improper accumula- 
tions of surplus, rather than the tax under discussion. These 
considerations, however, are not applicable to personal holding 
companies, which, in addition to the corporate surtax on undivided 
profits, are subject to a special form of taxation under section 351 
of the act. 

The principles developed in the foregoing discussion are relevant 
to privately-owned corporations with a few majority stockholders 
and minority stockholders whose holdings are unimportant, but 
it may be advisable in such instances to protect the equities of the 
minority stockholders through the medium of salary and bonus 
adjustments or stock purchases. 

Let us now consider the case of privately-owned operating com- 
panies in which accumulations are subject to attack by the taxing 
authorities on the ground that the requirements of the business 
do not demand them. In such cases the tax on unreasonable 
accumulations of surplus is levied at the rate of 15 per cent. of the 
amount of retained net income not in excess of $100,000, plus 25 
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per cent. of the retained net income in excess of $100,000 * in ad- 
dition to the normal tax and the surtax on undistributed profits. 

Rare instances will be found in which the combined undistrib- 
uted-profits tax and surtax on unreasonable accumulations of 
surplus will be less than the effective surtax rate in the highest 
brackets upon the individual stockholder. In general, however, 
corporations which are not able to overcome the presumption that 
earnings are withheld to prevent the imposition of the surtax 
upon shareholders will find it advisable to distribute all or the 
major portion of their current earnings before the close of the 
year. Border-line cases will of course require careful analysis. 

Publicly-owned companies. Corporations whose stock is listed 
on an exchange or traded ‘‘over the counter’’ must approach the 
problems incident to the tax on undistributed profits from a 
standpoint differing from that outlined above. It may be 
assumed that many of the stockholders of a corporation whose 
stock is widely distributed are not subject to federal and state 
income-tax rates except in the lowest brackets; as a rule the man- 
agement of such a corporation does not possess the means to 
secure accurate information with respect to the individual tax 
problems of its stockholders. The principal duty of the manage- 
ment is to determine the tax problem of the company with regard 
to the success of the corporation as a business venture. At the 
same time it has a duty to consider the interests of all stock- 
holders. 

It will be found that the effective rates of corporate surtax 
where 15 per cent. or 20 per cent. of the adjusted net income is 
retained are 8.67 per cent. and 9% per cent. respectively. The 
federal income-tax rate applicable to the first additions to income 
over $6,000, assuming a personal exemption of $2,500, is 9 per 
cent. Thus, unless the management can determine with rea- 
sonable accuracy that the respective taxable net incomes of the 
majority of its stockholders are somewhat higher than $8,500, 
there appears to be little justification from a tax standpoint for 
withholding more than 20 per cent. of net earnings from distribu- 
tion, even though this course will be detrimental to the interests 
of a few stockholders. The rank and file of the shareholders will 
be better off if at least 80 per cent. of the earnings are distributed. 








_ *The term ‘‘retained net income”’ as used in section 102 of the statute means taxable net 
income less the sum of certain non-deductible taxes, contributions and losses, and the dividends- 
paid credit provided in sections 26 (c) and 27 of the statute. 
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DIVIDENDS 


The revenue act of 1936 is the first federal tax law enacted since 
the ratification of the sixteenth amendment to include dividends 
in the measure of net income subject to normal tax. Under prior 
federal laws, dividends received by individual taxpayers were sub- 
ject only to the surtax, on the principle that the imposition of a 
normal tax on income already subjected to a like tax in the hands 
of the distributing corporation would constitute double taxation. 

Several important changes are made in the new law in the def- 
inition of taxable distributions by corporations. Formerly 
dividends were not treated as taxable income until accumulated 
deficits incurred after March 1, 1913, had been completely offset 
by subsequent earnings. Under the 1936 act, however, the fact 
that there is an operating deficit at the beginning of the year is 
disregarded; dividends paid during the year are taxable to the 
extent of the profits of the entire current taxable year, notwith- 
standing that such earnings may not have been realized at the 
date of the declaration of dividends.* 


Year-end dividends 

The practical effect of the provision in the new regulations that 
the dividends-paid credit is not allowable unless cheques are mailed 
to reach stockholders before the close of the fiscal year ** will be to 
force most corporations to distribute year-end dividends well be- 
fore the end of the calendar or fiscal year. However, taxpayers 
on the cash basis who do not receive such distributions at their 
registered address on or before December 31st are not required to 
report such taxable income in the earlier year, because the basic 
law governing the receipt of dividends remains unchanged. 


Source of distributions 


Taxpayers who receive distributions which are stated to repre- 
sent taxable dividends in part and in part a return of capital 
should include in taxable income the amount stated to be taxable. 
Where the taxpayer’s share of such a distribution is large, he 
should follow subsequent developments with respect to the tax 
liability of the distributing corporation. The commissioner’s 
review of the corporation’s return might result in the reduction of 
the dividends-paid credit, which would give rise to a correspond- 





* Rev. act of 1936, sec. 115 (a). 
** T. D. 4674, supra, art. 27-1 (b). 
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ing refund of income taxes paid by the taxpayer if a timely re- 
fund claim were filed. 


Distributions in liquidation 


An inequity which existed in the revenue act of 1934 has been 
corrected in the new law. Formerly taxpayers were denied the 
right to apply the capital-gain percentages in the case of gains from 
distributions in liquidation, although they were required to limit 
deductible losses on liquidation distributions by the application of 
such percentages. Under the new law the holding period per- 
centages are applicable to gains as well as to losses.* But the 
relief is extended only in the case of amounts distributed in com- 
plete liquidation. Amounts distributed in partial liquidation are 
applied against the cost basis of the stock until it is recovered, 
and any subsequent distributions are taxable fully without ap- 
plication of the percentage limitations. 


Stock dividends 


Until the enactment of the 1936 act, all revenue acts adopted 
since the supreme court decisions in 1918! and 1920,? which held 
the taxation of stock dividends to be unconstitutional on the 
ground that they did not constitute taxable income, have con- 
tained an express provision exempting all stock dividends from 
taxation. In the early part of 1936, however, the supreme court 
enunciated in the Koshland case * a new rule with respect to a 
certain type of stock dividend which has led to an important 
change in the law. New distributions to shareholders in stock or 
stock rights are treated under the 1936 act as dividends to the 
extent that such distributions constitute income to the share- 
holder within the meaning of the sixteenth amendment.‘ The 
regulations of the treasury department, interpreting this provision 
of the law, deal with comparatively simple cases;* they contain 
no indication of the position of the treasury department with re- 
spect to distributions of a more doubtful character. 

The Koshland decision dealt with a situation in which common 
stock dividends were distributed to the holders of the company’s 
preferred stock. It is clear that the relative equities of the two 





* Rev. act of 1936, sec. 115 (c). 

1 Towne v. Eisner, 245 U.S. 418. 

2 Eisner v. Macomber, 252 U. S. 189. 

3 Koshland v. Helvering, 565, S. Ct. 767. 
4 Rev. act of 1936, sec. 115 (f) (1). 

&’ T. D. 4674, supra, art. 115-3. 


353 











The Journal of Accountancy 








classes of stockholders were changed by the declaration of such a 
dividend, for the preferred stockholders had a greater interest in 
the corporation than before the declaration, and the equities of 
the common stockholders were correspondingly reduced. Here 
the reasoning of the supreme court in the earlier stock dividend 
cases is not applicable because there was a definite change in 
equities and not a mere change in the form of pre-existing propor- 
tionate interests. 

Contrary to the view frequently expressed, the Koshland de- 
cision does not settle the status of various other forms of stock 
dividend distributions; uncertainties will remain until final judi- 
cial determination. It is pertinent to quote the following excerpt 
from the Koshland case: 


‘‘Under our decisions the payment of a dividend of new com- 
mon shares, conferring no different rights or interest than on the 
old—the new certificates plus the old, representing the same 
proportionate interest in the net assets of the corporation as did 
the old—does not constitute the receipt of income by the 
stockholder. On the other hand, where a stock dividend gives 
the stockholder an interest different from that which his former 
stockholdings represented, he receives income. The latter type 
of dividend is taxable as income under the sixteenth amend- 
ment.”’ 


What, then, are the types of stock dividends which create a 
proportionate interest different from that which the stockholder 
had before? The more general types of distribution are: 


(1) Dividends in common stock paid to common stockholders. 
These are clearly tax-exempt, regardless of whether any other 
type of stock is outstanding. 

(2) Dividends paid to common stockholders in another form 
of stock where only common stock was outstanding before the 
dividend distribution. It seems clear that such a distribution 
does not change the proportionate equities of the stockholder in 
any way. However, the supreme court in the Koshland decision 
appears to attach weight to the issuance of a different type of 
stock, and it may be held that such a distribution gives the stock- 
holder an interest sufficiently different to justify the taxation of 
the dividend. 

(3) Dividends paid to common stockholders in preferred stock, 
where preferred stock with the same rights is outstanding before 
the declaration. This distribution appears to constitute a taxable 
dividend. 

(4) Distributions to common stockholders in a new type of 
stock junior to outstanding preferred stock. Such distributions 
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appear to fall within the same category as dividends paid to 
common stockholders in another form of stock where, at the time 
of the declaration, there is but one class of shares. They appear 
to be tax-exempt. 


(5) Distributions to preferred stockholders of a new class of 
stock junior to preferred stock but senior to the common stock. 
This situation seems to be covered by the Koshland decision; 
hence these dividends would be taxable. 

(6) Dividends payable to preferred stockholders in preferred 
stock of the same class. Such dividends are probably taxable 
because they change the equities of the preferred stockholders and 
the common stockholders. An exception may possibly be found 
in the case of such distributions paid to satisfy arrears in cumula- 
tive dividends, because the additional equity of the preferred 
stockholders to the extent of the existing delinquency has already 
been established before the declaration of the dividend. Conse- 
quently, the only change brought about by the declaration of the 
dividend is an increase in the equity of the preferred stockholders 
in subsequent dividend participation. Although this change may 
be considered by the courts to be of such minor importance that it 
will be ignored, it seems probable that a dividend of this character 
would be held taxable. 


(7) Dividends payable to preferred shareholders in common 
stock are taxable, as decided in the Koshland case. 


It is well to restate that uncertainty will continue with respect 
to the status of all dividends distributed in the stock of the divi- 
dend paying corporation until final judicial determination of these 
questions, except in the case of common stock dividends payable 
to the shareholders of common stock, which are definitely tax 
exempt, and common stock dividends paid to the shareholders of 
preferred stock, which are definitely taxable. 


Stock rights 


The receipt of stock rights does not involve taxable income 
where there is only one class of stock outstanding at the date of 
the issuance of the rights, but there has been no judicial deter- 
mination of the status of stock rights where more than one class 
of stock is outstanding at the time of their declaration. 

On the basis of the reasoning followed in the Koshland case, the 
issuance to preferred stockholders of rights to buy common stock 
will represent taxable income to the extent of the fair market 
value of the rights at the time of their issuance. As in the case 
of stock dividends, however, the status of other types of rights 
will remain in doubt until passed upon by the courts. 
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Rights to subscribe to other property 


Occasionally stock rights are declared which permit stockhold- 
ers to subscribe to marketable securities, or other assets owned by 
a corporation, at a figure below market value. It is clear that the 
fair market value of the rights at the date of their issuance con- 
stitutes taxable income to the shareholders. 


Dividends paid in corporate obligations other than stock 


There appears to be no doubt that the effect of section 115 (a) 
of the 1936 act is to treat as taxable income dividends paid in 
bonds, notes or other obligations of the issuing corporation. 
Moreover, section 27 (d) of the act, which provides for a divi- 
dends-paid credit in such cases, inferentially supports this view. 
In any event, it seems certain that there is no constitutional 
prohibition against the taxation of this type of distribution. 
Here the fair market value of the notes or other obligations at the 
date of issuance will constitute taxable income in the hands of the 
shareholders. 

Most corporation executives will take steps to establish the 
parity of corporate obligations issued in this manner. If doubts 
exist they will advise stockholders of their individual rights. It 
is suggested, however, that where doubts are encountered, it will 
be advisable for shareholders to report in their original returns 
taxable income corresponding to the dividends-paid credit claimed 
by the corporation, and to follow closely subsequent developments 
with the view to filing timely refund claims if any portion of the 
distribution is later held to be non-taxable. 


Election of shareholders as to medium of payment 


Frequently the declaration of optional dividends will be the 
best solution of the problem of corporations which are not able to 
pay the entire distribution in cash; hence the procedure to be 
followed by stockholders in such cases becomes important. The 
owners of small blocks of stock will doubtless prefer generally to 
elect to receive cash dividends. Shareholders with more sub- 
stantial interests in a corporation will probably be urged by the 
management to accept dividends in another form. The amount 
of taxable income reportable by the shareholder who elects to 
accept stock may be presumed in most cases to be the equivalent of 
the amount per share payable in cash, because it is the duty of the 
directors to make a substantially equal distribution to all stock- 
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holders. The very fact that some of the stockholders elect to 
receive cash and others stock appears to be prima-facie evidence 
that the two distributions are of equal value. In exceptional 
cases, however, the optional dividend stock may be traded in on 
the open market immediately after the distribution at a figure 
far below its issuing price. Here the amount to be reported 
as a taxable dividend will be uncertain. As a practical matter, 
however, it would appear to be advisable for stockholders to report 
taxable income based on the optional cash offer, and to await de- 
velopments with a view to the possible filing of refund claims. If 
the amount of the distribution to an individual stockholder is 
large, he should, as a matter of precaution, determine that a rea- 
sonable amount of the total distribution represents the exercise of 
cash options, for if all the stockholders elect to take stock a pos- 
sibility exists that the distribution will later be held non-taxable. 
Like considerations are applicable to an optional dividend pay- 
able in cash or in notes according to the election of the share- 
holders. 
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Consolidated Financial Statements * 
By Victor H. STEMPF 


Consolidated financial statements involve many problems 
which have been presented in the meetings of the American Insti- 
tute of Accountants on occasions in the past. It is not the pur- 
pose of this discussion to stress these problems, but rather to 
allude to some of them while tracing the evolution of varying 
practices in use today. Many of these practices are recognized 
by the securities and exchange commission in its emphasis upon 
adequate disclosure. Under the securities legislation, both man- 
agement and the public accountant are responsible for the dis- 
closure of all material facts which reasonably may be expected to 
influence the conclusions of a prudent investor. The profession 
has always stressed disclosure of material fact within the limits 
of its ability. It is from this point of view that the preparation 
of consolidated statements should be considered. 

Until comparatively recent times many holding company re- 
ports were quite uninformative, presenting as they did one large 
total of “investments in, and advances to, subsidiary compa- 
nies,’’ without comment as to the degree of control, solvency or 
results of operations of the subsidiaries. This form of presenta- 
tion was manifestly unsatisfactory. 

How may one best obtain a comprehensive financial summary 
of an enterprise as a whole? Separate financial statements of 
each subsidiary presented with those of the parent comprise the 
jig-saw pieces of the picture puzzle. Such separate statements 
provide the data in accordance with legal concepts, minimize 
the possibilities of inadequate disclosure and avoid the dangers 
of misconstruction, but they leave the major work of summariza- 
tion and diagnosis to the more or less helpless investor. Is it not 
better for management to make the representations concerning 
the correlation of these data, than to have those less informed 
attempt the consolidation, with the risk of misinterpretation and 
erroneous combination of accounts? The answer is found in 
consolidated statements, but not without attendant diffi- 
culties. 





* An address delivered before the American Institute of Accountants at Dallas, Texas, October 


20, 1936. 
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For whom are consolidated statements prepared? Do such 
statements alone assist a lender in his credit appraisal? Ob- 
viously, consolidated statements are useless to the short-term 
creditor of a subsidiary company. He relies upon the liquidity 
of the debtor company, unless he has had the foresight to obtain 
an endorsement or other guaranty. If the parent be an operat- 
ing as well as a holding company its short-term creditors would 
insist, logically, upon the unconsolidated statements of the bor- 
rower as the primary basis for the extension of credit. 

The long-term creditor of a subsidiary company usually is not 
concerned about consolidated statements. He, too, wants the 
debtor company’s statement, although he may be interested in 
the relationship of the debtor company to an affiliated group as 
to the influence of that relationship upon the prospects of the 
debtor company. 

Long-term creditors of holding companies, as well as stock- 
holders of such companies, unquestionably are more interested in 
consolidated statements (which reflect the aggregate resources 
behind their investments and the consolidated earnings to which 
they may look for their income) than they are in unconsolidated 
statements which withhold the details of underlying balance- 
sheets and state surplus on the basis of subsidiary earnings legally 
transferred by dividend to the parent. 


HIsTORY OF CONSOLIDATED STATEMENTS HERE AND ABROAD 
Use in the United States: 


The use of consolidated statements became prevalent much 
earlier in the United States than elsewhere. Perhaps it may be 
said that accountants in the United States were pioneers in advo- 
cating such statements. Notwithstanding the absence of legal 
recognition, in the United States, apart from tax considerations, 
consolidated balance-sheets were published at the turn of the 
century. The initial forms were of the columnar type. Such re- 
ports to stockholders generally have omitted the statements of 
the parent company alone. It is interesting to observe, however, 
that since its inception, the federal reserve bank has required the 
filing of parent company statements with rediscounted paper. 


Use in Great Britain: 


Granting that consolidated statements have been known in 
Great Britain for many years, it appears that the profession there 
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took only a lukewarm interest in them until after Sir Gilbert 
Garnsey’s book, Holding Companies and Their Published Accounts, 
brought the subject prominently to the attention of accountants 
in 1923. Since then the use of consolidated statements has in- 
creased slowly but still is not as general as in the United States. 

Under the British companies act of 1929, the separate balance- 
sheet of the reporting company must be published, but it is 
common practice for a holding company to publish its own 
separate balance-sheet and, in addition, either consolidated state- 
ments of the holding company and subsidiaries or consolidated 
statements of the subsidiariesonly. This practice iscommendable 
and, no doubt, has influenced the existing requirements of the 
securities and exchange commission in the United States. 

Although the British companies act does not demand the prepa- 
ration of consolidated statements, the law does require segrega- 
tion of investments and inter-company accounts of subsidiaries 
in the balance-sheet of the parent. It requires that there be 
annexed to the balance-sheet of a company having subsidiaries 
a signed statement setting forth how the profits and losses of 
such subsidiaries have been dealt with in the accounts of the 
parent and to what extent (a) provision has been made for losses 
of subsidiaries in the accounts of such companies or the parent, 
or both, and (b) to what extent losses of subsidiaries have been 
taken into account in determining the profit or loss of the parent 
as disclosed in its accounts. The law requires, also, that any 
qualifications in the auditors’ reports concerning such subsidiaries 
shall be repeated in the report accompanying the accounts of the 
parent. 


Use in Canada: 


In Canada, consolidated statements have been popular for 
many years; and for ten years the dominion income-tax depart- 
ment has accepted returns based on consolidated figures. 

Apart from tax consideration, the consolidated balance-sheet 
was not recognized legally in Canada until 1934, although it was 
the practice in many cases for holding companies to present con- 
solidated statements, in addition to their legal balance-sheets, at 
their annual meetings. 

The Canadian companies act of 1934 calls for consolidated 
statements, for purposes of a prospectus, but for purposes of an 
annual report consolidated statements are optional. However, 
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specific provision is made for the disclosure of the treatment of 
profits and losses of non-consolidated subsidiaries and for the 
segregation, in the balance-sheet of the parent, of investments in 
and advances to and from subsidiaries. 


Pronouncements of the American Institute of Accountants: 


Official recognition of consolidated statements by the American 
Institute of Accountants has evolved slowly. 

While it is true that the three Institute bulletins concerning the 
examination of financial statements have dealt primarily with 
audit procedure, each of the bulletins has discussed also the pres- 
entation of statements. 

The first of these bulletins, issued in 1917, made no reference to 
consolidated statements. The only comment on subsidiary com- 
panies was: 


‘Where stocks or bonds represent control or a material interest 
in other enterprises, the ownership of which carries more or less 
value to the holder outside of return thereon, they should be con- 
sidered as fixed assets.”’ 


The bulletin of 1929 made no reference to consolidated state- 
ments and restated the language regarding securities of subsidi- 
aries, substituting the title ‘‘ permanent investments,”’ and pro- 
viding that such amounts should be stated apart from current 
assets. That bulletin also stated: 


‘Any inter-company relationships giving rise to profits or losses 
should be borne in mind when determining cost of sales.”’ 


No further elaboration of the subject was given. 

The bulletin of 1936 has a section dealing specifically with 
consolidated statements, and under the headings of ‘‘surplus”’ 
and ‘‘sales and cost-of-sales”’ refers to earnings and profits of 
subsidiaries, the elimination of inter-company profits, etc. 


Other pronouncements: 


At the convention of the American Institute of Accountants in 
1930, J. M. B. Hoxsey, of the New York stock exchange, 
presented an admirable address in which he discussed consolidated 
statements, referring to them as the “most pronounced step for- 
ward in the direction of adapting accounting to the needs of 
investors.” He said also: 
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‘Consolidated statements would appear to be of use to man- 
agement only as to the broadest aspects of business. . . . Why 
not let them obtain their maximum usefulness by preparing con- 
solidated accounts including all corporations in which, directly or 
indirectly, there is a holding of a majority of the voting stock? 
. . . Noaccountant should certify partly consolidated statements 
without including in them a clear statement of the company’s 
equity in the current undistributed earnings or losses of its uncon- 
solidated subsidiaries and a statement of its equity in their earned 
surplus since acquisition. . . . After all, it is the parent company 
whose securities are in the hands of the public and regarding 
which, . . . information is necessary; and while parent company 
statements alone fall short of satisfactory disclosure, they should 
always accompany the consolidated statements, so that a com- 
plete picture may be presented.” 


Mr. Hoxsey’s address aroused great interest and had an impor- 
tant bearing upon the more general recognition of principles 
which had been advocated by leaders in the profession. 

The listing agreements required by the New York stock ex- 
change under its form 22 issued in September, 1936, make the 
following provisions concerning published financial statements: 


“1. The corporation will publish at least once in each year .. . 
a balance-sheet . . . and a surplus-and-income statement of the 
corporation as a separate corporate entity and of each corporation 
in which it holds directly or indirectly a majority of the equity 
stock; or, in lieu thereof, eliminating all inter-company transac- 
tions, a consolidated balance-sheet, . . . a consolidated surplus 
statement and a consolidated income statement of the corpora- 
tion and its subsidiaries for such fiscal year. If any such consoli- 
dated statement shall exclude corporations a majority of whose 
equity stock is owned directly or indirectly by the corporation: 
(a) the caption of, or a note to, such statement will show the degree 
of consolidation; (b) the consolidated income account will reflect, 
either in a footnote or otherwise, the parent company’s proportion 
of the sum of, or difference between, current earnings or losses and 
the dividends of such unconsolidated subsidiaries for the period 
of the report; and (c) the consolidated balance-sheet will reflect, 
either in a footnote or otherwise, the extent to which the equity 
of the parent company in such subsidiaries has been increased or 
diminished since the date of acquisition as a result of profits, 
losses and distributions.” 


It should be noted that both (b) and (c) above relate to un- 
consolidated subsidiaries and, inferentially, recognize the practice 
of recording appreciation or depreciation of investments in 
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subsidiaries by a direct credit or debit to the parents’ earned 
surplus, concerning which more will be said later in this discus- 
sion. 


It is believed to be the tendency of the exchange to require 
both single and consolidated statements, but the single statements 
are not demanded when consolidated statements are submitted, 
unless the single statements add vital information. 

Under the auspices of the department of commerce, T. H. 
Sanders, of Harvard, prepared a report in 1934 entitled: Reports 
to Stockholders, in which he said: 


‘‘Accountants and business men hold widely differing views 
upon many aspects of consolidated reports, and for purposes of 
obtaining improvement in corporate reporting practices it is not 
desirable to hurry a settlement of these differences. On the 
contrary the greatest progress in this field will result from a con- 
tinuation of the debate. No rule of thumb criteria can be estab- 
lished at this time, but the consolidated report should state any 
general principle which is followed by the company. The report 
should refer to accompanying schedules of those companies which 
are consolidated and those which are not, indicating preferably 
the percentage of ownership in each case. It should also indicate 
the practice observed by the company in preparing its consoli- 
dated report with respect to stating assets and liabilities, minority 
interests, capital stock, surplus, inter-company eliminations, 
gross earnings, cost of sales and dividends. Here again the im- 
portant consideration is that the investor be able to determine 
what has been done in the given case rather than that all com- 
panies follow a uniform procedure. Consolidated reports should 
state the equity of the parent company in the undistributed gains 
or losses of unconsolidated subsidiaries for the period under 
report, and also its equity in their surplus or deficit accumulated 
since they were acquired. Likewise such statements should re- 
flect the existence of any default in the interest, cumulative divi- 
dend or sinking-fund requirements of any controlled}jcorporation 
whether consolidated or not.” 


These pithy recommendations are embodied very largely in 
the rules and regulations adopted by the securities and exchange 
commission, and public accountants, generally, concur in the 
principles prescribed. 

Section 20 of the securities act of 1933, as amended, and section 
13(b) of the securities exchange act of 1934, relating to the special 
powers of the commission, both authorize the commission 
to demand consolidated financial statements when deemed 
necessary or desirable. 
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The instructions promulgated pursuant to both acts are basic- 
ally the same. Differences relate primarily to conditions under 
which certain statements may or may not be required. In no 
event may the unconsolidated balance-sheet of the registrant be 
excluded, although under certain conditions the unconsolidated 
profit-and-loss account may be omitted. 

The instructions of the securities and exchange commission 
also provide that when certain subsidiaries are excluded from 
consolidated statements, although the registrant owns securities 
representing more than 50% voting power other than as affected 
by conditions of default, separate sets of statements in which all 
such subsidiaries are consolidated in one or several groups are 
required, as well as separate statements for each subsidiary not 
included in one of the aforesaid groups. 

Furthermore, the instructions relating to the disclosure of 
advances to subsidiaries in the registrant’s balance-sheet provide 
that indebtedness of any affiliates may be included in current 
assets if it be in fact current. This means not only that the 
current position of the debtor company would enable the payment 
of the account but also that such payment would be forthcoming 
currently as a matter of established practice. 


THE PRINCIPLES OF CONSOLIDATION 


The art of displaying the incidence and effect of financial trans- 
actions involves a perpetual endeavor to harmonize legal con- 
cepts with recognized business practices and related accounting 
conventions. The transition in progressive business methods, 
naturally, is more rapid than in the law. The law evolves slowly 
as a result of practices which have borne the test of time. A 
striking example of this disparity is evident in the divergence 
between the legal and the sound accounting concept of sources 
available for corporate dividends. 

So, too, it recognized that consolidated financial statements 
have little standing in court, because they ignore the contractual 
relationships of constituent companies as separate legal entities. 
Nevertheless such statements find favor in financial circles, afford- 
ing, as they do, a comprehensive recapitulation of the finances of 
associated companies as if they were departments of one company. 
Consolidated statements are essential to management and in- 
vestors, to provide a bird’s-eye view of the aggregate activities of a 
going enterprise. 
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One may say that most of the difficulties involved in con- 
solidated statements relate to a misconception of the purposes 
which such statements seek to accomplish. How may the pur- 
poses of consolidated statements best be served? On the theory 
that consolidated statements should present a composite picture 
of the aggregate activities of an enterprise, such statements should 
combine the component parts from the standpoint of a single 
business. The principles governing the preparation of consolidated 
statements should be the same as those which govern the transac- 
tions of a single corporation. 


General basts of assets in consolidation: 


In a single corporation, specific assets may have been acquired 
partly for cash, partly for stock or as part of a mixed aggregate 
of assets for an up-set consideration of cash or stock or both. The 
stock issued by the purchaser may have been considered in its 
accounts at par value, book value or market price, and the alloca- 
tion of amounts to acquired assets may have been arbitrary or 
based upon appraisal. So, too, in each subsidiary, like condi- 
tions may have prevailed, aggravated, upon consolidation, by the 
question of the true basis of such assets in the consolidation. 

It seems that the circumstances of the acquisition of subsidiaries 
by the parent should control the basis of stating the amounts of 
assets of each subsidiary included in the consolidation, as opposed 
to the theory that the consolidation should reflect a summariza- 
tion of the cost of assets to the respective constituent companies. 
The later hypothesis does not appear to be consistent with the 
single-company theory, because it injects the legal concept of sepa- 
ratecorporateentities. It would follow that cost to the subsidiary 
is cost to the consolidated group only if the expenditure occurred 
subsequent to the acquisition of the subsidiary by the parent. 

A simple demonstration of the single-company viewpoint may 
be cited in the example of a company which buys land for $100,000 
in cash and a building thereon for $500,000 in cash. Some years 
later the stock of the company is sold to another corporation for 
$1,000,000 in cash, and the company which becomes a subsidiary 
has no assets of substantial value except the land and building. 
From a consolidated standpoint it would seem incongruous to 
state the amount of such assets at the cost to the subsidiary. In 
buying the stock of the subsidiary, the parent acquired land and 
building which the parent believed to be worth $1,000,000. 
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In fixing the consideration of $1,000,000, the buyer determined 
by disinterested appraisal that the value of the land was $250,000 
and that of the building $750,000. Does it not follow, on a con- 
solidated basis, that the income statement of the group should 
include depreciation on the $750,000 value of the building and 
not on the subsidiary’s cost of $500,000? The subject is one on 
which divergent views are held, and many consolidated reports 
are published which use subsidiary cost as the base. However, 
there is a growing recognition of the desirability of stating the 
basis of consolidating such amounts and the basis of the related 
depreciation. 


Inclusions in consolidation: 


When should subsidiaries be included in the consolidation? No 
one questions the propriety of including domestic subsidiaries, in 
related lines of business, which are wholly-owned, and of exclud- 
ing those which are less than 50% controlled, unless there are 
exceptional circumstances. Within these limits, the matter is one 
of judgment, necessitating the disclosure of the general principles 
of consolidation and careful attention to the presentation of 
material facts. Attention is directed to the practice of submit- 
ting explanatory comments supporting financial statements for 
the purpose of “spelling-out’’ substance without materially 
disturbing the traditional form of statements. 


Exclusions from consolidation: 

Typical of cases in which judgment may dictate the exclusion 
of certain subsidiaries from consolidation are those of subsidiaries 
whose business is distinctly different from that of the regular 
business of the group. There are stores which have banking sub- 
sidiaries, financial institutions which have general insurance 
subsidiaries and industrials which have utility subsidiaries. In 
such cases the subsidiaries not only may serve the parent but may 
obtain the major portion of very substantial earnings from the 
general public. Furthermore, restriction of the purposes to which 
assets may be applied and other similar factors may warrant 
exclusion of such subsidiaries from consolidation. 

The general instructions of the securities and exchange commis- 
sion relative to consolidation provide that: 


“The registrant shall not consolidate . . . those companies 
in which it does not own, directly or indirectly, securities repre- 
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senting more than 50% of the voting power, other than as 
affected by events of default. Subject to this provision, the 
registrant shall follow, . . . that principle of inclusion or exclu- 
sion which, in the opinion of its officers, will most clearly exhibit 
the financial condition and results of the operations of the regis- 
trant and its subsidiaries. The principle adopted shall be stated 
in a note attached to the consolidated balance-sheet.”’ . 


The instructions also provide: 


“1. The difference between the registrant’s investment in con- 
solidated subsidiaries and the related equity in net assets as 
shown by the subsidiaries’ books must be stated. 

‘*2. The minority interest in the capital and in the surplus of 
consolidated subsidiaries must each be shown separately in the 
consolidated balance-sheet.”’ 

Foreign subsidiaries present many problems in consolidation. 
Unsettled conditions abroad have brought about an increasing 
exclusion of foreign subsidiaries from consolidated statements, 
with the noteworthy exception of British and Canadian subsidi- 
aries. 

The status of excluded foreign subsidiaries usually may be pre- 
sented adequately by the inclusion of the aggregate equity in such 
subsidiaries in the consolidated balance-sheet, supported by a 
consolidated balance-sheet of foreign subsidiaries; and there is a 
growing practice of submitting pertinent explanatory comments 
relative to currency restrictions, trade limitations, reinvestment 
policies, foreign taxes, domestic taxes upon transfer of profits and 
other factors, any one or more of which may be material in a given 
case. 

To the extent that earnings of such foreign subsidiaries justifi- 
ably may be included in the equity expressed in the consolidated 
balance-sheet of the parent and in the related consolidated state- 
ment of income, the surplus of the consolidated parent group will 
be affected in like amount, but such additions to surplus probably 
should be separated from consolidated earned surplus as “‘undis- 
tributed earnings of unconsolidated subsidiaries,’’ with accom- 
panying notes relative to availability, etc. When there are 
accumulated losses since acquisition of particular subsidiaries, 
however, the trend is toward the deduction of such losses from 
earned surplus, although many merely use an explanatory 
footnote. 

On the other hand, there are notable instances of utility hold- 
ing companies whose principal investments are in foreign subsidi- 
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aries. In such cases, the single balance-sheet and statement of 
income of the parent, supported by consolidated statements of 
the parent and subsidiaries, both accompanied by pertinent ex- 
planatory notes, would seem to offer the best solution. In some 
cases the consolidated balance-sheet has been omitted whereas 
the consolidated statement of income has been published. 


Fixed assets and intangibles: 


The cost of fixed assets on the books of a subsidiary is not neces- 
sarily cost to the parent, and the cost or other basis of fixed assets 
appearing on the books of the seller probably has no relation to 
the utility of such fixed assets to the purchaser. Accordingly, 
appraisal at the time of acquisition of the subsidiary would seem 
to afford a practical basis of determining such amounts. 

The term appraisal is not restricted to the commonly accepted 
meaning of ‘‘sound value”’, i. e., replacement cost, less observed 
depreciation (although that basis might be pertinent), but is 
intended to refer primarily to utility in the sense of the price which 
the buyer would be justified in paying for such fixed assets if the 
negotiations were not influenced by considerations of intangible 
values. This is the maximum cost of such assets to the purchaser. 
The cost may have been less, but if ostensibly more, the excess 
relates in fact to intangible values. 

It is impracticable, if not impossible, in many cases to adjust 
historical book amounts of fixed assets to this basis, and it may be 
equally impracticable to restate the fixed assets of a single com- 
pany on a uniform and technically consistent basis. The prob- 
lems are basically the same, however, in the case of the single 
company and in that of consolidation. One should be wary of 
describing the basis of stating the amount of fixed assets as 
“‘cost’’ without adequate qualification in either case, unless the 
facts are unassailable. Explanatory notes accompanying the 
balance-sheet afford the means of making the statement more 
informative in this respect. 


Intercompany profits: 


The abstract principle of elimination of intercompany profits is 
simple, contemplating the exclusion of potential profits from con- 
solidated inventories and from consolidated earnings until real- 
ized by disposition of product to purchasers beyond the circle of 
related companies. The practical application of the principle, 
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however, involves numerous entanglements. When inventories 
have been adjusted to market lower than cost, there remains no 
intercompany profit to be eliminated, providing market refers to 
replacement cost to the seller within the affiliated group and not 
to the purchaser within such group. 

It is clear, when a parent sells goods to a subsidiary at a profit, 
that such profit is not realized from a consolidated standpoint 
until such goods pass to an unrelated purchaser. Such unreal- 
ized profits are reflected on the parent’s books and should be 
treated in reduction of consolidated inventories in the consolidated 
balance-sheet. So far as part of such intercompany profit is re- 
flected in the inventory on the subsidiary’s books, it will be 
eliminated from consolidated inventories in the consolidated 
balance-sheet, and the current intercompany accounts between 
the parent and subsidiary, likewise, will be eliminated in the 
consolidation. On the other hand, if the subsidiary has sold goods 
to the parent or another affiliate at a profit, the vender subsidiary 
has an unrealized profit from the standpoint of consolidation to 
the extent that the related goods are present in the inventory of 
its affiliate, and the consolidated accounts must provide for the 
elimination of such intercompany profit. 

It is argued by some that the minority interest in a vendor 
subsidiary is entitled to credit for its full share of earnings based 
upon legally binding sales between corporate entities, and that 
consolidated inventories should be reduced only by the unrealized 
profit related to the majority interest. This view ignores the 
single-company theory of consolidated statements, upon the 
basis of which the inventory should be reduced by 100 per cent. 
of the intercompany profit, and in general practice that procedure 
is followed. In fact, the reserve for intercompany profit usually 
is provided in its entirety on the parent’s books as a matter of 
simple expediency. The minority interest is not being deprived 
thereby of its ultimate rights in profits realized through sales 
beyond the affiliated group. For its legal interest in the sub- 
sidiary, the minority must look to the separate balance-sheet of 
that company. 

A different aspect of the subject is presented when the inventory 
of a subsidiary includes products sold by it to the parent or other 
affiliate prior to the time at which such subsidiary became a 
member of the consolidated group. Surplus of the subsidiary at 
date of acquisition by the parent includes profits determined on 
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the basis of such transactions. However, under the ‘‘single 
company” theory of consolidation, all intercompany profits 
should be eliminated from consolidated inventory, and the related 
charge should be made against the surplus of the subsidiary at 
acquisition, because such profit is not realized by the consolidated 
group until reflected in sales beyond the affiliated group. 

These examples are symbolic of many complexities in the prac- 
tical application of the principle of elimination of intercompany 
profits, which are often of substantial importance and lead to 
divergent views among accountants. Attempts to dogmatize 
raise innumerable exceptions. While formal doctrine may be 
stated as a general rule, it should remain flexible, and each case 
should be weighed in the light of related circumstances. Mis- 
construction may be avoided by a candid exposition of the prin- 
ciples applied in cases involving material fact. 


Consolidated earned surplus: 


As a class the problems relating to consolidated earned surplus 
arise out of the endeavor to subject them to the legal construction 
of surplus available for transfer to the parent and relate to such 
subjects as subsidiary deficits at acquisition, stock dividends of 
subsidiaries, sinking-fund and stock retirement provisions, in- 
denture restrictions concerning maintained ratios of net quick 
assets, etc., all of which may be answered by the general state- 
ment that such considerations would affect a single company as 
well as an affiliated group and would not prevent the inclusion 
of the company’s entire earnings in its published statement of 
income, but they may require segregation or other earmarking of 
surplus in the consolidated balance-sheet, just as in the case of a 
single company. 


Stock of parent acquired by subsidiary: 


It sometimes happens that a subsidiary acquires shares of the 
common stock of its parent, and cases have been noted where 
substantial holdings have been purchased at a time when the 
parent itself legally could not have done so. The subsidiary may 
have had the legal right to make the purchase, but the problem of 
consolidation presents the paradox of a constituent company 
which has purchased stock of the parent which in the consolidated 
balance-sheet may lend the appearance of an illegal reacquisition. 
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While the statutes of the states vary, it may be said to bea basic 
legal principle that a corporation has the right to acquire its own 
stock only to the extent of the excess of its assets over the sum of 
its liabilities and stated capital, i. e., to the extent of surplus of all 
classes, including capital surplus. This rule follows the reasoning 
that the stated capital of a corporation constitutes a trust fund 
for the protection of creditors which may not be reduced (except 
by losses) without giving statutory notice of such change by filing 
with the secretary of state a certificate of reduction of issued 
capital stock. 

When a corporation acquires its own stock, the effect upon 
capital may be reflected in the balance-sheet by earmarking sur- 
plus by one of several methods: (a) an actual appropriation of 
surplus, (b) a parenthetical explanation in the description of sur- 
plus or (c) a footnote. In certain types of preferred stock, sub- 
ject to serial redemption, there are sometimes provisions pursuant 
to which an actual appropriation of surplus may be mandatory. 
When a certificate of reduction of issued stock is duly filed, the 
necessity for earmarking is removed so far as the basic legal 
concept is concerned, but in cases involving contractual com- 
mitment as in the types of preferred stock previously described, 
continued appropriation or earmarking may be necessary. It is 
only in recent years that a growing tendency to disclose the effect 
of treasury stock upon surplus has been apparent. 

Some eminent lawyers have questioned the traditional practice 
of deducting treasury stock directly from capital stock issued, 
maintaining that the extended figure of capital stock should al- 
ways be the legal ‘‘trust fund’’ amount and that treasury stock 
should be deducted from the sum of capital stock and surplus, 
thereby indicating that stated capital is not directly affected by 
such acquisition but that the combined capital stock and surplus 
are affected, thus earmarking surplus as having been applied to 
such acquisition of treasury stock. If this theory were followed 
the amount of the parent’s stock held by the subsidiary would be 
treated in the consolidated balance-sheet as a deduction from the 
sum of capital stock and surplus, and described as stock of the 
parent held by a subsidiary. 


Restrictions in bond indentures: 


The importance of explanatory notes and careful segregation of 
accounts may be illustrated by the hypothetical case of a subsid- 
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iary having funded debt, with an indenture requiring the main- 
tenance of a minimum current ratio, making it impossible for the 
subsidiary to advance cash to its parent which has defaulted on 
its own bonds. Were the consolidated balance-sheet to include 
in general cash the substantial cash balances of the subsidiary, 
without explanatory comment, the consolidated balance-sheet 
would show no apparent reason for the default of the parent. 

In such circumstances careful consideration must be given 
to the manner in which the material facts should be displayed, 
either by earmarking cash or excluding the company from the 
consolidation and submitting separate statements of the sub- 
sidiary, with pertinent explanatory notes in either case. 


UNCONSOLIDATED STATEMENTS 


The present requirements of stock exchanges, the securities 
and exchange commission and others for unconsolidated state- 
ments of parent companies, in addition to consolidated state- 
ments, necessitate some reconsideration of the problem of making 
such unconsolidated statements independently informative to the 
extent that reasonably may be possible by the disclosure of ma- 
terial facts which may be expressed more clearly in consolidated 
statements. 

It has been the consistent practice of some corporations to in- 
crease or diminish their investments in subsidiaries by the pro- 
portionate share of the profits or losses of such subsidiaries. 
Such appreciation is included by footnote in the parent’s state- 
ment of earnings and is credited to ‘‘undistributed earnings of 
subsidiaries since acquisition’’ as a separate division of surplus 
or as a deferred credit. Losses of subsidiaries which previously 
have had undistributed earnings since acquisition are treated as 
reductions of previous appreciation to the extent of remaining 
undistributed net earnings of the subsidiary since acquisition, 
whereas shrinkages of investment under cost, resulting from such 
losses, are treated as direct charges against the parent’s earned 
surplus. On the other hand, subsequent earnings of such sub- 
sidiaries are reflected in credits to earned surplus of the parent to 
the extent of related losses previously charged thereto. This 
method discloses the parent company’s equity in subsidiaries, 
excludes undistributed earnings of subsidiaries from the parent’s 
earned surplus until realized in the form of dividends, but ab- 
sorbs in the parent’s surplus the net losses of subsidiaries in the 
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same manner as the decline in ordinary marketable securities 
would be reflected in earned surplus. In theory, this procedure 
is sound; and in the average case it is practicable. 

Many parent companies carry investments in subsidiaries 
consistently at cost of acquisition or amounts established other- 
wise at inception. Although, under this method, profits of sub- 
sidiaries are not taken up on the parent’s books, it is contended by 
many that net deficits of subsidiaries should be taken into the 
parent’s earned surplus but may be offset by subsequent profits 
of the subsidiary until such losses are eliminated. On the other 
hand many prefer to express the pertinent facts by footnote. 
When unconsolidated balance-sheets reflect investments in sub- 
sidiaries at cost, involved explanatory notes may be needed to 
reconcile such investments with the equities shown by the books of 
subsidiaries. In each case, it may be advisable to state the 
principles observed by the parent relative to (a) the basis of stat- 
ing the amount, (b) policy as to inclusion or disclosure of profits 
or losses of subsidiaries and (c) treatment accorded dividends 
from subsidiaries. When profits or losses are not taken up, 
amounts should also be stated in such explanatory notes. 

It is interesting to note that the uniform accounting methods 
prescribed by the securities and exchange commission pursuant 
to the public utilities act of 1935 require holding companies to 
carry investments in subsidiaries consistently at cost without 
adjustment for undistributed profits. While the rule undoubt- 
edly is intended to prohibit the inclusion of undistributed earnings 
of subsidiaries in the parent’s earned surplus, it also precludes the 
adoption of the procedure whereunder such subsidiary profits 
could be credited to a separate division of surplus entitled ‘‘un- 
distributed earnings of subsidiaries,’’ thereby earmarking them 
as unavailable for distribution by the parent. It is improbable 
that this prohibition will be extended to companies other than 
utilities, because the prescribed accounting is peculiar to the pur- 
pose of the public-utility act of 1935, seeking to prevent abuses, 
actual or alleged, which were discovered by the federal trade 
commission investigations. 

It is interesting to observe that in May, 1936, the securities and 
exchange commission promulgated a ruling concerning unconsoli- 
dated foreign subsidiaries, in registration statements, to the 
effect that no financial statements need be furnished as to such 
a foreign subsidiary when all of the following conditions exist: 
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(1) “A specific reserve against loss on investments in and ad- 
vances to such foreign subsidiary has been established in an 
amount substantially equal to the amount at which such 
investments and advances are carried; 

(2) ‘‘During the period for which profit-and-loss statements are 
filed, no income has been taken up by the registrant directly 
or indirectly from such foreign subsidiary; 

(3) ‘Such foreign subsidiary is organized and does the principal 
part of its business in a country from which, on account of 
governmental restrictions, the withdrawal of income is pro- 
hibited or seriously impeded.”’ 


The ruling contemplates that, in such cases, a note shall be added 
to the balance-sheet stating that financial statements have been 
omitted because the circumstances came within the provisions 
mentioned. The note should also show the amount of the in- 
vestment in and advances to such subsidiary and should state 
the date and source of the reserve provided against such sub- 
sidiary. If more than one foreign subsidiary be so omitted, the 
information may be given for the group as a whole. 

The registration instructions provide for elaborate detailed 
schedules of investments, requiring the separate presentation of 
major investments, although reasonable grouping without enu- 
meration is permitted as to other investments. 


“In respect of unconsolidated subsidiaries, the registrant’s 
proportion of the difference between current earnings or losses 
and the dividends declared or paid must be shown by footnote or 
otherwise on the consolidated profit-and-loss statements and the 
related increase or decrease in the registrant’s interest in such 
unconsolidated subsidiaries must be shown on the consolidated 
balance-sheet.”’ 


A schedule is also required in support of each profit-and-loss 
statement submitted, showing income from dividends as follows: 
(a) title of issue and name of issuer, (b) amount of dividends in 
cash or otherwise and (c) amount of the registrant’s equity in 
the affiliates earnings, or losses for the period, where applicable. 
Dividends other than cash must be described, and the basis of the 
credit to income must be disclosed as well as the reasons for such 
treatment. The stocks of affiliates must be listed or combined 
as shown in the schedule of investments. The profit-and-loss 
statement requires the separate disclosure of dividends and of 
interest on securities of affiliates. 
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IN CONCLUSION 


The principles of reasonable disclosure apply with equal force 
to both listed and unlisted companies, whether large or small, and 
the body of precedent reared by the rules and decisions of the 
commission and observed by registrants in reports filed pursuant 
to the securities and exchange acts probably will influence, in 
due course, the courts in cases which do not come within the juris- 
diction of the commission. 

It is noteworthy that while the regulations, rulings and deci- 
sions of the commission create precedent concerning fair disclosure 
of material facts, these findings do not wholly allay the misgivings 
arising from the requirements of the law that all material facts be 
disclosed. Many affected by the liabilities imposed by the acts 
continue to demand amendment of the law enumerating specific 
disclosures, be they ten or ten hundred. The attitude of the com- 
mission, on the other hand, seems to be that requirements in the 
underlying law calling for specific disclosures would create inflex- 
ible standards inapplicable in many cases and, on the other hand, 
would exclude disclosures manifestly material although peculiar 
to other cases. There is obvious merit in both views. 

It may be said, sincerely, that the suggestions emanating from 
the commission and its technical staff, incident to the review of 
registration statements, have sought to protect registrants, 
underwriters and experts from inadvertent or deliberate omission 
of data considered material by the commission, although occa- 
sionally the arguments may have seemed strained. The commis- 
sion appears willing to accept what is an apparent consensus 
of opinion among accountants concerning sound principles. 
Behind this attitude, however, there lies a warning that, in the 
event of disagreement among accountants, the commission will 
determine principles for them. 

While the requirements of the commission concerning consoli- 
dated statements are exacting, and may be thought by some to 
exceed reasonable limits in the volume of data required, the under- 
lying principles are indisputably sound and provide adequately 
for judgment and flexibility in the presentation of material facts 
as they may appear in individual cases. 

Unless the securities legislation is amended substantially, it 
probably will play an increasingly important part in crystallizing 
opinion relative to sound practices in the preparation of consoli- 
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dated statements. It is noteworthy that the New York stock 
exchange has issued letters to listed companies requesting the 
publication of financial statements in the form accepted by the 
securities and exchange commission. 

The profession has developed its position on these matters 
soundly but slowly. Perhaps some acceleration of the process 
may be expected within the profession, now that its hand has 
been strengthened by the securities and exchange commission. 
The public accountant knows the peculiarities of his clients’ ac- 
counts and should advise them on questions involving the tech- 
nique of presentation. It is not only a matter of academic in- 
terest but one of practical importance, vital to the protection 
of the clients’ interests in the disclosure of material facts in ac- 
cordance with recognized practices. 
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H. P. BAUMANN, Editor 


AMERICAN INSTITUTE EXAMINATIONS 


[Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department.] 


EXAMINATION IN AUDITING 
May 14, 1936, 9 A. M. to 12:30 P. M. 


The candidate must answer all questions. 
No. 1 (9 points): 

(a) Define contingent assets and contingent liabilities. 

(b) Give two examples of each definition. 

(c) How should each of your examples be shown on the balance-sheet? 
Answer: 

(a) The following definitions are given in Accounting Terminology, the pre- 
liminary report of a special committee on terminology of the American Institute 
of Accountants: 

“Assets, contingent: Assets, the value or existence of which depends upon 
the occurrence or non-occurrence of a certain event or upon the perform- 
ance or non-performance of a certain act. 

‘‘ Liabilities, contingent: (1) Liabilities arising only in the event of something 
which may or may not happen. They may be classified in several ways: 

(a) Definite liabilities, which may be found by an examination of 
the accounts and records, such as a liability on notes re-discounted, 
arrears of dividends on cumulative preferred stock, unpaid subscrip- 
tions on stock, endorsements or guaranties which have been given, 
payments on leases, etc. 

(b) A second class is more difficult to trace, for it includes such items 
as guaranties in the sale of goods or services, contracts for future de- 
liveries, cancellation of sales on time, returned merchandise, pending 
law suits or judgments under appeal. 

(2) Liabilities which may arise in the future as a result of transactions 
in the past and, if arising, will result, in some cases, in a corresponding 
contingent asset but not necessarily of equal value. . . .” 

(b) A common example of contingent assets is land donated by a municipal- 
ity or a chamber of commerce upon condition that a certain period of operations 
be completed or that a certain number of employees be engaged for a certain 
period. 

Another example arises when notes receivable are discounted, as stated under 
(2) above. At the time the notes are discounted, the party who endorses them 
for discount has a contingent asset and a contingent liability. If the maker 
pays the notes to the holder the contingent liability and the contingent asset 
no longer exist. If the maker does not pay, the contingent asset and contingent 
liability become actual. 
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Two examples of contingent liabilities are: (1) notes receivable discounted 
and (2) possible losses from law suits pending. 

(c) On the balance-sheet, the land held under a contingent gift should be 
shown as “contingent asset-land’’ with a corresponding ‘‘contingent surplus.”’ 
The value to be assigned to it would be set by the board of directors, and it 
should be the appraised value. 

No note need be made of the contingent asset for notes receivable discounted 
except as disclosed inferentially in the footnote commenting upon the contin- 
gent liability of the notes discounted, which would be appended to the balance- 
sheet. 

Other methods of showing the contingent liability on notes receivable dis- 
counted would be: (1) to show the amount of the notes discounted “in short”’ 
in the current liability section or (2) to include them as both current assets 
and current liabilities. The objection to the latter method is that the working 
capital ratio is distorted. 

The contingent liability on pending law suits may be shown as follows: 

(1) Just before the net worth section of the balance-sheet as ‘‘reserve for 
estimated loss on pending law suit $xxxxxx,’’ if an estimate can be 
reasonably made. 

(2) In a footnote appended to the balance-sheet. If an amount is used, the 
footnote should state the source from which it was obtained or on 
whose opinion the amount is based. 

No. 2 (5 points): 

The balance-sheet of the A Corporation shows as a fixed liability ‘First 
mortgage bonds, $100,000.’’ On inquiry you learn that these bonds mature 
within the next six months, and you inform the treasurer that you propose to 
show the item asa current liability. He explains that steps are being taken to 
refund the liability by a new issue of bonds at a lower rate of interest. From 
a survey of the finances of the corporation you are convinced that it will have 
no other means of meeting the debt. 

It so happens that another client of yours owns 90% of the bonds, and has 
boasted to you that he will soon obtain full possession of the A Corporation 
which is a business rival. 

(a) What use will you make of this knowledge? 

(b) How will you treat this item on the A Corporation balance-sheet? 

Give your reasons. 
Answer: 

(a) Disregarding the actual value and possible use of the specific information 
mentioned in this matter, it may be said that an accountant is not at liberty 
to apply knowledge gained from one client in reviewing the affairs of another 
client. Of course, in certain instances it is doubtless difficult to eliminate com- 
pletely from one’s mind information related to a particular client obtained 
fron: outside sources, but it should never be made the basis for any material 
statement. In this case, the information that the holder of the bonds confi- 
dently expected to obtain control of the business in a short time in no way 
affects the position of these bonds on the balance-sheet. 

(b) As these bonds are maturing within twelve months of the date of the 
balance-sheet I would show them asa current liability. Payments of the bonds 
will have to be made out of whatever working capital the company has, 
assuming that no appropriation of a sinking fund has been made. The only 
valid reason for showing these bonds as a fixed liability (and this explanation 
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would have to be mentioned in a footnote) would be when arrangements 
for refinancing the issue have been completed. 


No. 3 (8 points): 

The Retail Hardware Corporation purchased on December 31, 1930, a cash 
register for $1,500, paying $500 down and giving a series of notes of $100 
each, payable on December 31st of the ten following years. In your audit 
for the year 1935 you find this item stated in the “cash register’? account and 
on the balance-sheet at $900. The bookkeeper explains that the corporation 
does not consider the register as its property until all the instalment notes have 
been paid, although the bill of sale passes the title unconditionally. 

(a) State what entries should be made to show the facts. (Assume deprecia- 

tion at 6%.) 
(b) How will they be shown on the balance-sheet ? 
(c) What explanation will you give the bookkeeper in support of your 
instructions? 
Answer: 
(a) Journal entries. 
CRG ORIN oe os kui oziae eee tee eA ewan $ 600.00 
SEFIAl HOLES PAVABIC. wc 5 6 6616 Sse kos sewer tee $ 600.00 
To raise value of cash register to original cost 
and to place liability for serial notes payable on 


books. 
DUPER os Sau mtae sees a heen pe eae eooues 360 .00 
Depreciation—cash register.................4.. 90.00 
Reserve for depreciation—cash register...... 450.00 


To provide for depreciation of cash register, 
on following basis: 


Rate of annual depreciation....... 6% 
Depreciation for year ended De- 
COMING? ST, S90 2 occ t ive eck es $ 90.00 


Depreciation from December 31, 
1930, to December 31, 1934... . $360.00 


(b) Balance-sheet 
Assets 
Cash register (or office equipment).............. $1,500.00 


Less reserve for depreciation................. 450.00 $1,050.00 


Liabilities and net worth 
Current liabilities: 


WEPIAT NOLEN PUVAUIE. 6c. 8 ec ck see rmndsees oes $ 200.00 
Fixed liabilities: 
Serial notes payable—due in $100 instalments 
December 31, 1937, and annually thereafter. . 400 .00 


The problem states that these notes were due annually, beginning December 
31, 1931. It is evident that the instalment due December 31, 1935, was not 
paid, since only four $100 payments and the original payment of $500 have 
been recorded. Therefore, this overdue payment and the one due December 
31, 1936, within a year of this balance-sheet, must be shown as current liabili- 
ties. The remainder may be shown as fixed liabilities. 
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(c) Upon purchase of this cash register, assuming that it was not under a 
‘‘conditional sales contract,’’ the register became an unconditional asset of the 
company and the notes issued became a direct liability. Elimination of both, 
while not affecting the amount of the net assets, distorts the financial position. 

Depreciation must be taken as an annual charge against operations for the 
use of the register. Charges for previous years, however, should be taken from 
surplus, for they are not a rightful charge against current earnings. 

Liabilities which are due within a year following the date of the balance- 
sheet must be shown as a current liability. Liabilities not due in less than a 
year may be shown as “other liabilities” or “fixed liabilities,” depending on 
their nature. 

No. 4 (5 points): 

Why should depreciation be deducted on the operating statement as an 
item of cost and before rather than after showing net operating profit? 
Answer: 

Depreciation has been defined as the physical deterioration of tangible assets 
due to wear and tear and the action of the elements. Inasmuch as tangible 
assets used in any business, whether typewriters or factory boilers, are useful 
only for a certain number of years, it is logical to charge each year’s operations 
with its proportionate share of the cost of the asset. 

This charge is a deduction from earnings before determining net operating 
profit, inasmuch as the use of the machine was as much a component part 
of the expenses of operating the business as were labor, fuel, etc. 

No. 5 (5 points): 

_ Your client, a manufacturer in a small way, occupies rented land and has 
signed a lease for twenty-five years which does not contain a renewal clause. 
On the land he has erected a building having an estimated life of fifty years. 
On his books you find he has charged depreciation at the rate of 2% per annum. 

(a) Will you approve this rate? 

(b) Would you approve it if the lease had contained an option to renew 

; for twenty-five years longer? 

Give your reasons for both answers. 
Answer: 

(a) Inasmuch as the building will revert to the lessor of the land upon the 
expiration of the lease, I would write off the cost of the building over the life 
of the lease, or at the rate of 4% per annum. 

(b) Even though the lease contained an option to renew for an additional 
twenty-five years, I would use the 4% rate. The possibility of renewal 
twenty-five years hence is too remote to justify any lower rate. 

No. 6 (12 points): 

Your client, a physician, married and living with wife, hands you a memoran- 


dum of his income and expenses for the calendar year 1935 from which to pre- 
pare his income-tax return, viz.: 


(1) Income from his profession as physician............ $10,000 
(2) Net loss from operations of farm where he maintains a 
RR Io Sea ccc eeoclnemnsines 6ORR ES eS 1,000 
(3) Net loss from rental of sea-shore home for summer, viz: 
oe en OR te ne $ 300 
RODRIS ONG GEDECCIBTION ..6.i.5.5:s.0siesaices coven 600 300 
(4) Gain from securities sold—bought in 1920.......... 5,000 
(5) Gain from securities sold—bought in 1931.......... 1,000 
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(6) Loss from securities sold—bought in 1926........... $8,000 
(7) Gain from real estate sold—bought in 1924, viz: 
eer ee eae $ 1,000 
Cost of brick office building, new.............. (; 
PORE EMR SS obo See wewwewoeueteeee 8,000 
RT 2 er ee ee re errr re 10,000 2,000 
CS). FOR Cn IN cs Sar Bo Os ete ee arn sierdtis Normale 2,000 
(9) State and municipal taxes paid.................... 500 
(10) Federal income tax for 1934 paid.................. 700 


State how each of the above items should appear in correct amounts on the 
return, and what will be the client’s net income subject to normal tax. 


Answer: Non- 
Taxable Taxable 
Items Items 
(1) Income from profession.................0eeeeees $10,000 


(2) Net loss from operations of farm where he maintains 
a country home: 

If it can be proved that the physician operates this 
farm as a business, even though he maintains a 
country home on the premises and obtains his 
principal income from his profession or other busi- 
ness, the loss may be deducted (6 BTA 890). The 
test seems to be whether or not the taxpayer ex- 
pected to make any gain or profit from its opera- 
tion. This question is not answered by any state- 
ment of the question, nor does the question give 
enough detai! of the loss to enable the candidate to 
ascertain whether such personal expenses as food, 
electricity, water, repairs, insurance, etc., have 
been allocated between the actual farm operations 
and the “country home”’ section of the farm. 
Because these questions can not be answered, it is 
assumed in the solution that the farm loss is a 
(CME WORD ssiicicsse kA Sec hdeweeenss $1,000* 

(3) Net loss from rental of sea-shore home for summer: 
Here, also, is presented the question of allocation 
of expenses applicable to the rent income and to 
the doctor’s personal use of the home. However, 
as rents were received for the use of the sea-shore 
home, and as I have assumed that the doctor 
spent last summer on the farm, the repairs and de- 
preciation, ($600) less the rentals ($300) are used 
SOUT OID 6 oo nied WSs eh Saw be wie ei 300* 

(4) Gain from securities sold—bought in 1930: 
The gains and losses from securities sold are capi- 
tal gains or losses, limited by the number of years 
the securities were held. 

WOME GE COs oe ais 5 SA Ne se ee ee Re 1,500 3,500 
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(5) Gain from securities sold—bought in 1931: 





IST ES | Se ne $600 $400 
(6) Loss from securities sold—bought in 1926: 
I iy osm Sian fas. bs ehh deena ee 3,200* 4,800* 
(7) Gain from real estate sold—bought in 1924: 
It will be seen that no provision for depreciation 
has been made in this case, and for purposes of 
computing gain or loss from property sold, de- 
preciation, allowed or allowable, must be taken 
into consideration. Since no suitable rate is 
suggested, however, depreciation may not be con- 
sidered in this case, unless the candidate cares to 
take the inadvisable step of assuming a rate. 
Taxable gain at 30% (as capital gain)......... 600 1,400 
CB) RGAE EME REREL soy cer orca rancid erere ete ce os Sard RO 2,000* 
(9) State and municipal taxes: 
Assuming that these did not include improvement 
assessments, these are deductible............... 500* 
(10) Federal income tax for 1934 paid: 
WIG 1B NO’ COGUCUIDIO. 6 36 626 5 boise icin Rew ek 700 
Computation of net income 
a TE IO ss ins 6 As va we sees creeriiinces $10,000 
BD eect er eee ech a ee ea Patan se Ne rs ate 300* 
Capitalgain: (echedule’©) 25 5.5.5/)c. 0S aa ee sos 500* 

Pai Or Gk, are st, biel 9 Partin BN Ue ee $9,200 
OT | ee er ae eee ee ER er Cee $ 2,000 
TT Ee eee Orr errr Ce re 500 

SRE et Si Fics irks Oh ee tal en ark eee inn a tel 2,500 

PEE IRN ito < os Slee PVG lars '2 etic eae ee aie $6,700 

Computation of net income subject to normal tax 

NCE RERCINIO EEO) 65560 Sis bs see Keele wre oe $6,700 

[5ess? Personal GROIN DUON: 2.66..6 6d cide ck eects eden. $ 2,500 
PLACNOG INCOME CROGI «65.04.0656 see sied's < slo Mee see 670 3,170 
Net income subject to normal tax.................2.. $3,530 

Schedule C—Capital gains and losses 

Date Gain or 
Item pur- Date Sales Depre- Gain Per- loss to 
Number Description chased sold price Cost ciation orloss centage be taken 

(4) Securities 1920 1935 $5,000 30 $1,500 

(5) Securities 1931 1935 1,000 60 600 

(6) Securities 1926 1935 8,000* 40 3,200* 

(7) Real estate 1924 1935 $10,000 $8,000 2,000 30 600 

PE cnioha PAK CARAS CRS we ACER MarR ORs aCe oe hese ROME ee eee eRe $ 500* 





* Deductions. 
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No. 7 (12 points): 

What is the auditor’s duty with regard to each of the following accounts 
before certifying to the balance-sheet on which they appear? Where should 
they be shown on the balance-sheet? 

(a) Reserve for depreciation. 

(b) Reserve for restoration of leased property. 

(c) Reserve for contingencies. 

(d) Reserve for bond sinking fund. 

(e) Reserve for income taxes: 

1. In the case of an interim balance-sheet. 
2. In the case of a final annual balance-sheet. 


Answer: 
(a) Reserve for depreciation: 

The auditor should carefully review the methods of determining and 
applying the depreciation rates to ascertain the sufficiency of the reserve. 
In considering the adequacy of rates, the company’s own experience should be 
examined, comparison should be made with other companies in the same or 
similar industries, and reference should be made to standard tables of de- 
preciation. The accounts should be examined to ascertain whether fully de- 
preciated or fixed assets which have been disposed of are accounted for properly. 

The reserve for depreciation should be shown as a deduction from the asset 
to which it applies, in the fixed-asset section of the balance-sheet. 
(b) Reserve for restoration of leased property: 

The auditor should examine the leases and any contracts covering 
the liability to restore the changes in the leased property and examine the basis 
upon which the provision is being made to satisfy himself that it is adequate. 
If the liability matures within a year, the amount should be shown under the 
current-liability section; if the maturity is beyond a year, it should be shown 
immediately above the net-worth section of the balance-sheet under the caption 
“reserves.” 

(c) Reserve for contingencies: 

The auditor should ascertain the purpose for which the reserve is set 
aside. If it is for an actual liability, it should be shown as such, under the 
current or deferred liability section of the balance-sheet, depending upon the 
maturity date. If it is a valuation reserve, it should be so indicated and de- 
ducted from the asset to which it applies. If it is a surplus reserve, it should 
be shown under the surplus section of the balance-sheet, but with a name more 
descriptive than “contingencies.’’ If it is created for purposes of providing 
against some contingency which will in all probability occur, and the amount 
is indefinite, it should be shown, with a more descriptive title, under the 
“reserve”’ caption just above the net worth section. 

(d) Reserve for sinking fund: 

The auditor should study the bond indenture to see if its provisions 
have been fully met. If the bond indenture is silent as to a sinking fund and if 
its maintenance is evidently voluntary, the auditor should inquire as to the 
policy followed and review the minutes of the board of directors for any 
information concerning the reserve. He must reveal any deficiency in the re- 
serve if the trust indenture provides for a compulsory provision. 

Since the sinking-fund reserve is merely an appropriation of surplus to be 
returned to surplus at the maturity and payment of the bond issue, it should 
be shown in the net-worth section of the balance-sheet. 
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(e) Reserve for income taxes: 
(1) In the case of an interim balance-sheet. 
(2) In the case of a final annual balance-sheet. 

In the case of both an interim balance-sheet and a final annual 
balance-sheet, the auditor should inspect the computation of the income-tax 
liability. Although it is true in the case of the interim balance-sheet that later 
operations at a loss may eliminate or reduce any tax liability, this is only a 
contingency. The amount of the accrued income taxes at the interim balance- 
sheet date should be shown in the current liability section as a “reserve for 
income taxes.’”” In the final annual balance-sheet, I would change the termi- 
nology to “income taxes payable’ and show the amount under current 
liabilities. 

No. 8 (14 points): 
State your reasoned objections to the form and the substance (a) of the vari- 
ous numbered parts of the following certificate and (b) of the certificate as a 


whole: 
AvupiTors’ CERTIFICATE 


(1) We have audited the books, accounts and records of Adam & Smith, Inc., 
as at December 31, 1935, and (2) certify that, (3) subject to the realization of 
the accounts receivable and the inventories, (4) the attached balance-sheet 
is a true and correct statement of the company’s financial position for the 
year. (5) We further certify that the accompanying profit-and-loss account as 
at December 31, 1935, is (6) true and correct according to the books. 

Jones, BRown & Co. 
Answer: 

(a) (1) “‘ Audited the books, accounts and records’’ would seem to indicate 
to the reader an exhaustive investigation of each transaction and a more 
sweeping review of the company’s entire operations than the auditor intended 
to imply. 

“As at December 31, 1935,” would seem to indicate a review of the transac- 
tions and accounts of that day, rather than for the previous twelve months. 

(2) “Certify that’’ should be qualified with the phrase, “in our opinion,”’ 
for the auditor renders an opinion, not a certification of facts. 

(3) “Subject tothe realization of the accounts receivable and the inventories”’ 
is too general a qualification. The inference to be drawn is that no reserve for 
bad debts has been set aside, or that any reserve provided is inadequate, and 
that the inventories have been overvalued. This qualification, by its complete 
disclaimer of responsibility for two of the most important balance-sheet items, 
tends to give rise to such grave doubts of the accountant’s ability as to destroy 
any value the certificate might have. 

(4) “The attached balance-sheet is a true and correct statement of the 
company’s financial position for the year.’’ A balance-sheet does not present 
the company’s financial position “for the year,’’ but as of a certain date. 
Because of such estimates as depreciation and bad-debt reserves, and the 
difficulty of obtaining a “true’’ valuation of inventories, patents, goodwill, 
etc., a balance-sheet represents only an opinion, and not facts. The account- 
ant should hesitate to go further than to state that, in his opinion, the state- 
ment correctly reflects the financial position of the company. 

(5) “We further certify that the accompanying profit-and-loss account 
as at December 31, 1935,’’ is subject to the same objection to the word “cer- 
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tify’’ as outlined under (2) above. Further, a profit-and-loss statement covers 
a period; it is not “as at December 31, 1935.” 

(6) “true and correct according to the books’’ implies that the statements 
are in agreement with all the books of the company. It raises the question as 
to whether the books are correct and whether the auditor has examined every 
one of them. It is also subject to the same criticism for the use of “true and 
correct’’ discussed in (4) above. 

(b) The following objections to the certificate as a whole might be made: 

1. It is not dated, 

2. It is not addressed to anyone, 

3. It is not well arranged: the introductory statement, qualifications, 
and certifying statement are all placed in the first sentence and a 
further certificate is added in the second sentence, 

4. It is ambiguous, 

5. It is indefinite as to the scope and limitation of the examination and 
the sources from which the information was obtained. 

6. It does not indicate whether any change in the accounting methods 
had been made or not. 

No. 9 (8 points): 
How should an auditor verify the book record of: 
Directors’ fees. 
Officers’ salaries. 


Commission paid to officers. 
Officers’ traveling expenses. 


Answer: 

The names of the directors should be obtained from the minutes of the 
stockholders’ meeting, and the authorization for the directors’ fees, officers’ 
salaries and the commissions paid to the officers should be verified from the 
minutes of the meetings of the board of directors. Unless traveling expenses 
are unusual in amount or purpose, the authority of the directors is unnecessary. 

Actual payments may be verified by examination of the voucher register 
and cancelled cheques. The expense vouchers covering the disbursements 
to the officers for traveling should be scanned, and authority of the disbursing 
officer should be verified. 


No. 10 (12 points): 
(a) State briefly what information you would expect to obtain from the 
following ratios, viz.: 


(1) Operating profits to Operating capital employed, 
(2) 


Net sales to Operating capital employed, 
(3) Working capital to Operating capital employed, 
(4) Net sales to Gross fixed assets, 
(5) Net sales to Receivables, 
(6) Cost of goods sold to Inventories, 
(7) Net worth to Total assets, 
(8) Current assets to Current liabilities, 
(9) Cash to Current liabilities, 
(10) Net income to Net worth. 


(b) When does the information become really useful? 


Answer: 
(a) The term “operating capital’’ is uncommon: in the following answer it 
is interpreted as meaning the amount of capital invested and borrowed on 
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long terms which is used as permanent capital, i. e., the net worth plus funded 
liabilities. 

(1) The ratio of operating profits to operating capital employed indicates 
the efficiency of the use of the capital funds. 

(2) The ratio of net sales to operating capital employed shows the turn- 
over of operating capital in sales and indicates whether the amount of capital 
in use can readily support the volume of business done. 

(3) The ratio of working capital to operating capital employed shows the 
portion of operating capital needed for or applied to working capital purposes. 

(4) The ratio of net sales to gross fixed assets shows the turnover of capital 
invested in fixed assets in relation to sales, thereby indicating the degree of 
unit cost for the use of the fixed assets. 

(5) The ratio of net sales to accounts receivable reflects the ability of the 
management to collect its receivables by showing the relation of turnover 
of receivables to sales. 

(6) The ratio of cost of goods sold to inventories reflects the inventory 
turnover, which is a widely-used measure of merchandising ability. 

(7) The ratio of net worth to total assets indicates the portion of total 
assets represented by the investment of the owners as compared with the 
creditors’ equity. It is useful in reviewing the financial condition and policy 
of the company. 

(8) The ratio of current assets to current liabilities is the working capital 
ratio which reflects the ability of the company to meet its current obligations 
promptly. 

(9) The ratio of cash to current liabilities shows the relative amount of 
available cash and the relative amount of cash necessary to be realized 
from other current assets to meet current liabilities on demand. 

(10) The ratio of net income to net worth represents the rate of return 
on the owners’ investment in the business. 

(b) Unless considered with the other ratios or compared with similar figures, 
none of the ratios is of much value standing by itself. Some of the comparisons 
which are useful are those with similar figures for: 

(1) Another company in the same industry, 

(2) The same company for other periods, 

(3) The industry as a whole, 

(4) Business in general. 


No. 11 (10 points): 
(a) On what basis of valuation should the general fixed properties of a 
municipality be carried on the books? Give reasons for your answer. 
(b) Should any different treatment be applied to similar property of utilities 
operated by the municipality? Give reasons for your answer in this 
case also. 


Answer: 

(a) The general fixed property of a municipality should be carried on its 
books at cost. This is advisable because no provision for depreciation may 
be taken by a municipality and, if a depreciated value were placed on the books 
each year, it would require an entry apart from the general taxation and opera- 
tion records. The reason for not providing for depreciation on fixed property 
of a municipality is that each addition to fixed property is financed through a 
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bond issue having approximately the same life as the fixed property. This 
bond issue is then amortized throughout the life of the asset through an addi- 
tion to the operating tax revenues. If these tax lists were further increased to 
provide for depreciation, ‘‘double taxation”’ would result. 

(b) In the case of utilities operated by a municipality, however, depreciation 
should be provided, inasmuch as the utility represents a distinct business 
venture of the community, and it should be compared with private utilities 
to determine its efficiency. Taxpayers do not directly pay annual taxes for 
the amortization of fixed property used by utilities, which should be self- 
supporting. If depreciation were not charged, the utility could charge lower 
rates, but taxpayers would have to pay higher taxes to amortize the bond issue 
—a situation which would obviously distort the actual effect of operating a 
municipal utility. 
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